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SUBCOMMITTEE  ON  OVERSIGHT, 

COMMITTEE  ON  WAYS  AND  MEANS,  U.S.  HOUSE  OF  REPRESENTATIVES, 

ANNOUNCES  A  FIELD  HEARING  ON  THE  COMPLIANCE  COSTS 

AND  REGULATORY  BURDEN  IMPOSED  BY  THE  FEDERAL  TAX  LAWS 

The  Honorable  J.J.  Pickle  (D.,  Tex.),  Chairman  of  the 
Subcommittee  on  Oversight,  Committee  on  Ways  and  Means,  U.S.  House 
of  Representatives,  announced  today  that  the  Subcommittee  will  hold 
a  field  hearing  to  examine  the  compliance  costs  and  regulatory 
burdens  imposed  by  the  Federal  tax  laws  on  individuals  and 
businesses.   The  hearing  will  be  held  on  Friday,  December  9,  1994, 
beginning  at  9:00  a.m.,  in  the  Chemung  County  Legislature  Chambers, 
205  Lake  Street,  Elmira,  New  York. 

Earlier  this  year,  the  Honorable  Amo  Houghton  (R. ,  N.Y.),  the 
ranking  Republican  on  the  Subcommittee,  directed  the  U.S.  General 
Accounting  Office  (GAO)  to  investigate  the  compliance  burden  of  the 
Federal  income  tax  laws.   GAO  will  present  its  initial  findings  at 
the  hearing.   Also,  representatives  from  the  Internal  Revenue 
Service,  the  business  community,  academics,  and  tax  practitioners 
will  testify  at  the  hearing. 

In  announcing  the  hearing,  Subcommittee  Chairman  Pickle  stated: 
"It  has  been  estimated  that  millions- -or  maybe  billions- -of  dollars 
are  spent  every  year  by  businesses  and  individuals  in  their  efforts 
to  comply  with  the  requirements  of  the  Federal  tax  laws.   At  the  sam 
time,  the  reporting  and  record-keeping  requirements  of  our  tax  laws 
must  be  sufficient  to  enable  the  Internal  Revenue  Service  to  enforce 
our  tax  laws  fairly  and  effectively.   Balancing  the  interests  of  the 
Federal  Government's  tax  collection  efforts  with  the  interests  of 
individual  and  corporate  taxpayers  is  an  important  and  delicate  task. 
The  Subcommittee's  hearing  will  help  us  consider  how  both  these 
interests  might  be  better  served." 

Congressman  Houghton  stated:   "I  look  forward  to  participating 
in  this  hearing  in  order  to  get  the  views  of  the  persons  who  bear  the 
brunt  of  complying  with  the  Federal  tax  laws  and  regulations." 
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Persons  submitting  written  comments  for  the  printed  record  of 
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room  1102  Longworth  House  Office  Building,  Washington,  D.C.   20515. 
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3  Statements  must  contain  the  name  and  capacity  in  which  the  witness  will  appear  or,  for  written  comments,  the  name 
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###### 


Chairman  Pickle.  The  Chair  will  ask  the  subcommittee  to  please 
come  to  order. 

I  welcome  all  of  you  here  this  morning  and  am  pleased  to  be  with 
you.  It  is  the  custom  in  the  Congress  when  we  open  a  subcommit- 
tee hearing  that  we  allow  the  chairman  and  the  ranking  member 
to  make  opening  statements.  We  would  like  to  make  our  state- 
ments, our  positions  known  first,  and  then  we  will  proceed  from 
that.  So  I  have  a  statement  I  would  like  to  submit  first  to  you. 

I  want  to  say,  though,  at  the  beginning,  that  I  am  very  pleased 
and  honored  to  be  here  in  New  York.  I  come  here  at  the  invitation 
of  your  Congressman,  Amo  Houghton,  who  we  have  learned  to  re- 
spect and  even  love,  because  those  of  us  who  work  in  Congress  rec- 
ognize genuine  statesmanship  when  we  see  it,  and  Mr.  Houghton 
has  been  one  of  the  finest  Members  in  the  Congress  that  I  have 
ever  served  with.  So  I  appreciate  your  invitation,  Mr.  Houghton,  to 
be  with  you  this  morning. 

I  am  pleased  to  be  in  this  part  of  the  country.  It  is  a  little  dif- 
ferent from  my  Texas  where  the  weather  yesterday  was  around  70 
or  80  degrees.  They  had  a  cold  spell  last  night.  It  is  only  about  55 
this  morning  and  my  change  is  a  little  bit  sharp,  but  I  am  de- 
lighted to  be  in  this  area  of  the  country.  I  think  we  will  be  talking 
about  a  subject  of  extreme  interest,  and  I  think  it  is  timely  for  the 
United  States  now  to  think  in  terms  of  how  we  can  do  things  dif- 
ferently, and  that  is  the  purpose  of  this  hearing  this  morning. 

I  am  going  to  proceed  now  with  my  statement  for  the  record  and 
then  we  will  proceed.  I  think  I  would  say  at  the  outset  that  this 
hearing  starts  now  at  9  o'clock.  I  would  hope  we  might  be  able  to 
finish  our  testimony  by  1  o'clock  instead  of  2  o'clock.  And  if  it  is 
agreeable  to  the  witnesses,  we  will  try  to  go  straight  through.  That 
is,  we  will  start  at  9  o'clock  and  go  right  on  up  until  1  o'clock,  and 
if  others  want  more  time,  we  will  certainly  try  to  accommodate 
them,  but  we  ought  to  be  able  to  say  what  we  feel  or  know  within 
4  hours'  time.  So  we  will  try  to  do  this  on  that  kind  of  a  basis.  I 
will  make  additional  statements  about  the  procedures  as  we  go 
through  this  morning.  So  I  will  now  make  my  official  statement  for 
the  record. 

It  is  a  pleasure  to  be  in  this  beautiful  part  of  the  country  in  the 
company  of  my  friend  and  my  colleague,  Amo  Houghton.  It  has 
been  my  pleasure,  as  I  said,  to  work  with  Mr.  Houghton,  and  I  be- 
lieve that  the  spirit  of  cooperation  and  bipartisanship  that  we  have 
enjoyed  has  been  productive. 

I  served  as  Chairman  of  the  Subcommittee  on  Oversight  for  10 
years.  During  that  time,  the  subcommittee  has  reviewed  the  oper- 
ations of  the  Internal  Revenue  Service,  the  Customs  Service,  the 
Department  of  Health  and  Human  Services,  and  the  Pension  Bene- 
fit Guaranty  Corporation  to  be  sure  that  they  are  effectively  and 
efficiently  administering  the  law. 

At  the  Internal  Revenue  Service,  we  have  reviewed  such  things 
as  tax  forms,  the  clarity  of  IRS  notices,  IRS  communications  with 
taxpayers  and  taxpayer  services  to  ensure  that  the  public  was 
being  well  served  by  its  government.  I  have  pushed  for  taxpayers' 
bill  of  right  legislation  to  be  sure  that  the  tax  laws  better  represent 
taxpayers'  interests  and  needs. 


Today's  hearing  will  be  the  last  hearing  that  I  will  hold  as  Chair- 
man of  the  Oversight  Subcommittee.  I  have  been  in  the  Congress 
now  since  1963.  I  end  up  my  service  officially  by  coming  to  New 
York  instead  of  Texas,  but  sometimes  you  can't  control  your  own 
schedule.  Wherever  it  is,  there  comes  a  time  and  I  am  pleased  to 
be  with  you  here  today. 

Now,  let  me  just  depart  from  my  written  remarks  for  the  record. 

This  morning  we  are  going  to  hear  about  our  Tax  Code,  how  it 
is  administered  and  actually  how  it  affects  the  individual  citizens, 
primarily  businesses,  who  try  to  do  business  in  this  country  and 
who  willingly  or  unwillingly  must  pay  a  tax  to  help  us  run  the  gov- 
ernment. It  is  always  a  problem  how  we  handle  our  tax  procedures 
and  what  is  fairest,  and  from  time  to  time  we  make  changes.  Some- 
times we  have  made  so  many  changes  we  wonder  in  which  direc- 
tion are  we  going. 

This  morning  we  come  here  to  listen  to  what  people  are  saying 
and  pass  on  to  the  leadership  of  the  U.S.  Government  what  we  find 
and  perhaps  make  some  changes  based  on  it.  That  is  what  we  will 
be  doing  this  morning.  Mr.  Houghton  and  I  are  going  to  be  listen- 
ing to  what  the  witnesses  have  to  say  in  the  hopes  that  we  can 
learn  new  things  and  pass  that  on  to  the  leadership  in  Washington. 

So  I  am  pleased  to  be  with  you,  and  I  am  going  to  now  yield  to 
Mr.  Houghton  for  any  statement  he  might  make  before  the  hearing 
starts. 

Mr.  Houghton. 

[The  prepared  statement  follows:] 
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It's  a  pleasure  to  be  in  this  beautiful  part  of  the  country 
in  the  company  of  my  friend  and  colleague,  Amo  Houghton,  who  has 
served  as  the  ranking  minority  member  on  the  Ways  and  Means 
Committee's  Subcommittee  on  Oversight  for  the  past  two  years.   It 
has  been  a  pleasure  to  work  with  Mr.  Houghton,  and  I  believe  that 
the  spirit  of  cooperation  and  bipartisanship  that  we  have  enjoyed 
has  been  productive.   I  hope  that  we  will  see  some  more  of  this 
bipartisanship  when  the  new  Congress  convenes,  as  I  believe  that 
only  by  working  together  can  we  effectively  produce  change. 

I  have  served  as  Chairman  of  the  Subcommittee  on  Oversight 
for  10  years.   During  that  time,  the  Subcommittee  has  reviewed 
the  operations  of  the  Internal  Revenue  Service  (IRS),  the  Customs 
Service,  the  Department  of  Health  and  Human  Services,  and  the 
Pension  Benefit  Guarantee  Corporation  to  make  sure  that  they  were 
effectively  and  efficiently  administering  the  laws.   At  IRS,  we 
have  reviewed  such  things  as  tax  forms,  the  clarity  of  IRS 
notices,  IRS  communications  with  taxpayers,  and  taxpayer  services 
to  ensure  that  the  public  was  being  well  served  by  its 
government.   I  have  pushed  for  "taxpayer  bill  of  rights" 
legislation  to  ensure  that  the  tax  laws  better  represented 
taxpayers'  interests  and  needs.   I  have  been  pleased  in  recent 
years  that  the  IRS  has  become  more  customer-oriented,  placing 
importance  on  its  service  to  the  public. 

Today's  hearing  will  be  my  last  as  Chairman  of  the 
Subcommittee  on  Oversight.   At  today's  hearing,  we  will  focus  on 
the  compliance  costs  and  regulatory  burden  imposed  by  the 
Internal  Revenue  Code.   This  is  a  fitting  topic  for  my  last 
hearing,  as  it  reflects  my  long-standing  concern  regarding  the 
effects  of  our  programs  and  laws  on  ordinary  Americans. 

When  we  in  Congress  consider  proposals  to  reform  the  tax 
laws,  too  often  we  forget  what  those  changes  will  mean  for  the 
folks  who  actually  have  to  complete  and  file  tax  forms,  maintain 
records,  and  make  tax  payments.   Instead,  our  principal  concern 
tends  to  be  the  amount  of  revenue  that  will  be  lost  or  gained  by 
reform  proposals.   As  a  result  of  this  viewpoint,  we  now  have  an 
Internal  Revenue  Code  that  has  ballooned  to  thousands  of  pages, 
with  428  different  IRS  tax  forms,  124  different  instruction 
booklets,  and  114  taxpayer  information  publications.   Today,  we 
will  hear  from  people  who  have  to  cope  with  the  results  when 
Congress  tinkers  with  the  Internal  Revenue  Code.   I  look  forward 
to  hearing  their  thoughts  on  how  we  might  make  the  system  work 
better. 


Mr.  Houghton.  Thank  you,  Mr.  Chairman.  As  I  was  saying  to 
the  students  here,  it  is  a  real  honor  to  be  here  with  a  legend,  J.J. 
Pickle.  Whether  it  comes  to  tax  policy  or  Social  Security  or  human 
rights  or  all  those  things  which  have  to  do  with  a  variety  of  dif- 
ferent issues,  such  as  pensions,  Mr.  Pickle  has  been  the  leader, 
without  any  question,  in  Congress  since  the  time  he  took  over  Lyn- 
don Johnson's  seat  in  1963. 

This  may  be  the  last  official  hearing  of  the  103d  Congress.  I  don't 
know.  Maybe  there  are  some  others,  but  if  it  is,  or  even  if  it  is  close 
to  it,  I  am  honored  that  you  would  be  here  in  New  York  with  us. 
After  the  hearing,  we  are  going  to  take  Jake  down  and  try  to  com- 
memorate the  fact  that  he  is  now  going  into  retirement.  Maybe  we 
will  try  to  make  a  glassblower  out  of  him  in  Corning,  N.Y. 

Let  me  just  say  a  word  or  two.  Clearly  the  American  people,  and 
those  of  us  in  Congress,  starting  with  Mr.  Pickle,  and  even  the  pro- 
gram of  the  Vice  President,  "Reinventing  Government,"  have  been 
concerned  with  the  regulatory  burden  on  citizens  and  companies.  It 
is  a  very  serious  issue.  It  is  a  very,  very  serious  issue.  Let  me  just 
give  you  some  statistics  which  are  scary,  in  a  way. 

We  are  not  going  to  get  into  all  the  regulatory  burdens.  We  can't 
do  it.  There  isn't  enough  time.  We  are  going  to  concentrate  on  the 
tax  burden,  not  the  environmental  burden  or  things  like  that. 
There  is  a  general  rule  of  thumb  that  has  been  acknowledged  by 
tax  experts,  certainly  it  is  existent  in  places  like  Australia  and  the 
United  Kingdom,  that  about  3  percent  of  the  total  tax  ought  to  be 
taken  up  in  terms  of  the  compliance.  It  is  just  a  general  rule  which 
has  been  used  over  the  years. 

But  the  real  cost  is  entirely  different  from  that.  For  example,  in 
90  percent  of  the  companies  in  this  country,  those  who  are  the 
middle-  to  the  small-sized  companies,  for  every  $100  that  is  paid 
in  taxes,  $390  is  paid  in  complying  with  those  taxes.  So  what  this 
means  is  not  only  is  it  way  out  of  whack  in  terms  of  proportions, 
but  also  those  costs  never  appear  anyplace.  You  don't  see  them  as 
far  as  the  IRS.  You  don't  see  them  as  far  as  the  General  Account- 
ing Office.  They  are  there  and  they  are  severe.  As  a  matter  of  fact, 
in  some  calculations,  there  are  figures  that  the  compliance  costs 
are  sometimes  100  times  what  the  total  tax  receipts  are.  Another 
estimate  is  that  the  cost  of  complying  with  the  tax  law  is  about 
$600  billion  a  year. 

Now,  think  of  that.  Suppose  that  $600  billion  a  year,  or  call  it 
$400  or  $100  or  $300  billion,  whatever  you  want,  could  go  into  job 
creation  or  could  go  into  some  sort  of  different  investment  for 
science  or  for  new  technology.  Think  of  the  impact  of  that. 

This  is  the  right  subject  and  the  right  time  to  be  discussing  it. 
And  so,  therefore,  Jake,  I  am  just  delighted  to  be  with  you  and  I 
look  forward  to  the  proceedings  as  we  go  along  here. 

Chairman  PlCKLE.  Thank  you,  Mr.  Houghton. 

[The  prepared  statement  follows:] 


Opening  Statement  of  the  Honorable  Amo  Houghton 

for  the  Oversight  Subcommittee  Hearing 
on  the  Compliance  Burden  of  the  Federal  Tax  Laws 

Friday,  December  9,  1994 
Good  morning,  Mr.  Chairman,  and  good  morning  to  our  witnesses  and 


guests. 


I  am  especially  pleased  that  we  were  able  to  arrange  for  this  hearing  to 
be  held  in  the  31st  District  —  thanks  to  Chairman  Pickle  for  his  support  in  that 
regard.    The  subject  of  the  hearings  -  Regulatory  Burden  -  is  an  important  issue 
for  all  of  us.   It  affects  every  American.    So  it  is  essential  that  we  hear  from 
citizens  who  have  to  deal  with  this  seemingly  endless  burden  every  business  day 
of  their  lives. 

The  tax  law  imposes  a  serious  obligation  on  individuals  and  businesses. 
The  government  expects  everyone  to  comply  with  the  tax  law,  and  it  penalizes 
those  who  do  not  obey  the  tax  law  and  the  tax  regulations. 

But  the  current  federal  tax  law  runs  about  2,765  pages.   And  the  IRS 
regulations  which  interpret  the  tax  law  run  about  11,086  pages.   Finally,  you 
need  to  add  to  these  numbers  the  thousands  of  pages  of  private,  commercial 
publications  which  offer  tax  advice  to  clients. 
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Last  year,  Vice  President  Gore  discussed  the  issue  of  the  overall 
regulatory  burden  in  his  program  on  "Reinventing  Government."    On  page  32  of 
his  report  the  Vice  President  states  that  the  federal  regulations  impose  at  least  a 
$430  billion  annual  burden  on  private  business  and  individuals. 

The  Vice  President's  report  went  on  to  set  the  goal  of  reducing  internal 
government  regulations  by  50  percent  over  3  years,  but  it  did  not  set  any 
timetable  or  goal  for  curbing  the  burden  of  the  external  federal  regulations 
which  affect  individuals  and  businesses. 

Frankly,  the  time  is  here  for  us  to  curb  the  burden  of  federal  regulations 
on  individuals  and  on  businesses.   Otherwise  the  growing  burden  of  federal 
paperwork  and  red  tape  could  suffocate  the  economy. 

Today  I  want  to  listen  and  learn  how  the  compliance  burden  of  the 
federal  tax  law  affects  real  people.   I  want  to  learn  what  is  working  well  and 
what  needs  fixing.   How  can  the  government  administer  the  laws  in  a  way 
which  minimizes  the  burden?   Is  the  tax  law  itself  the  real  culprit,  or  are  the 
bureaucrats  just  too  picayune  and  nitpicky  when  they  write  the  regulations? 

One  message  which  the  voters  sent  to  Washington  on  election  day  was 
that  they  wanted  government  to  reduce  the  intrusion  of  government   into  their 
lives.   They  want  less  federal  red  tape. 


There  should  be  important  action  on  this  issue  early  in  1995  when  the 
Congress  acts  on  the  "Contract  with  America."    It  contains  several  provisions  to 
rein  in  federal  regulations. 

I  hope  that  what  I  learn  today  can  help  me  do  a  better  job  next  year  in 
shaping  the  law  to  curb  the  burden  of  federal  regulations. 

Mr.  Chairman,  I  appreciate  your  willingness  to  hold  field  hearings  on 
this  important  issue.  I  am  sure  the  people  of  Elmira  and  the  people  of  Austin, 
Texas  share  a  common  desire  to  live  their  lives  with  the  minimum  amount  of 
government  paperwork  and  red  tape. 
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Chairman  Pickle.  We  have  divided  up  the  witnesses  this  morn- 
ing in  panels  so  that  we  might  more  easily  handle  the  volume  of 
testimony  to  be  presented.  The  first  panel  this  morning  will  be  gov- 
ernmental representation,  that  is,  the  General  Accounting  Office 
and  the  Internal  Revenue  Service.  Thereafter  will  be  testimony 
submitted  by  witnesses  who  were  invited  to  be  here  this  morning. 
We  are  going  to  first  hear  from  this  panel  of  governmental  wit- 
nesses. 

The  first  witness  will  be  Lynda  Willis,  the  associate  director  for 
tax  policy  and  administrative  issues,  representing  the  General  Ac- 
counting Office.  The  second  witness  will  be  Robert  Wenzel,  who  is 
chief  of  the  strategic  planning  and  communications  division  of  the 
Internal  Revenue  Service,  and  also  representing  the  Internal  Reve- 
nue Service  will  be  Lee  Monks,  who  is  the  taxpayer  ombudsman. 
That  is  the  procedure  we  will  follow. 

Let  me  ask  the  witnesses,  I  have  seen  your  testimony  and  some 
of  it  is  a  little  lengthy.  Mr.  Wenzel's  is  about  the  size  of  the  Sears 
Roebuck  catalog  and  we  don't  have  time  this  morning  to  hear  all 
this  testimony.  I  am  going  to  ask  each  one  of  you  witnesses  now 
to  limit  your  testimony  to  around  10  minutes.  You  may  submit  the 
statement  for  inclusion  in  the  record  in  its  entirety  and  we  will  see 
that  that  is  done. 

We  don't  want  to  limit  you  unduly  if  you  need  more  time,  but 
let's  try  to  limit  yourself  to  that  time.  I  also  would  say  to  the  wit- 
nesses that  will  follow,  we  will  ask  you  to  summarize  your  testi- 
mony in  around  5  minutes  because  we  have  about  20  different  wit- 
nesses, and  in  order  to  proceed,  I  think  we  can  do  that.  So  we  are 
going  to  ask  all  the  witnesses'  cooperation.  If  anybody  feels  like 
they  want  additional  time,  we  will  certainly  try  to  grant  it  because 
we  are  not  trying  to  rush  through  the  hearing. 

My  first  witness  then  will  be  Lynda  Willis,  the  associate  director 
for  tax  policy,  representing  the  General  Accounting  Office.  Mr. 
Houghton  had  written  to  the  GAO  asking  for  a  preliminary  inves- 
tigation of  the  processes  in  which  paying  taxes  by  businesses  had 
become  a  burden,  not  only  from  a  financial  standpoint,  but  just 
from  time  alcne.  The  GAO  had  gone  back  and  examined  this  ques- 
tion and  they  had  tried  to  put  together  a  recommendation  or  an 
analysis  for  us,  so  first  we  will  hear  from  Lynda  Willis.  Ms.  Willis. 

STATEMENT  OF  LYNDA  D.  WILLIS,  ASSOCIATE  DIRECTOR,  TAX 
POLICY  AND  ADMINISTRATION  ISSUES,  U.S.  GENERAL  AC- 
COUNTING OFFICE,  ACCOMPANDZD  BY  HARRffiTT  GANSON, 
ASSISTANT  DIRECTOR,  TAX  POLICY  AND  ADMINISTRATION 
ISSUES;  JAMES  WOZNY,  SENIOR  TAX  ECONOMIST;  AND 
RACHEL  DEMARCUS,  ASSISTANT  GENERAL  COUNSEL 

Ms.  Willis.  Thank  you,  Mr.  Chairman. 

Before  I  begin  my  prepared  statement,  I  would  like  to  echo  Con- 
gressman Houghton's  appreciation  for  the  service  that  you  provided 
to  the  subcommittee.  We  have  worked  closely  with  you  over  the 
past  10  years  and  we  will  miss  your  presence  in  the  Congress.  We 
look  forward  to  working  with  the  new  subcommittee  leadership. 
Thank  you  very  much. 

Mr.  Chairman,  Congressman 
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Chairman  Pickle.  Before  you  do,  let  me  ask  you,  will  you  try  to 
speak  into  the  microphone.  I  have  a  hard  time  hearing,  even 
though  I  am  close.  Fine,  go  right  ahead. 

Ms.  Willis.  Mr.  Chairman,  Congressman  Houghton,  we  are 
pleased  to  be  here  today  to  discuss  with  you  the  results  of  work 
done  at  the  request  of  Congressman  Houghton  on  the  burden  that 
business  taxpayers  face  in  complying  with  Federal  tax  require- 
ments. Because  of  concerns  about  taxpayer  burden,  Mr.  Houghton 
asked  us  to  identify  sources  of  compliance  burden  and  determine 
the  reliability  of  burden  cost  estimates.  We  have  defined  in  our  tes- 
timony "burden"  as  the  time  taxpayers  spend,  monetary  costs  they 
incur,  and  frustrations  they  experience  in  complying  with  tax  re- 
quirements. 

To  prepare  for  this  hearing,  we  collected  information  on  compli- 
ance burden  from  the  management  and  tax  staffs  of  selected  busi- 
nesses, including  several  here  in  the  State  of  New  York,  from  tax 
accountants,  tax  lawyers,  representatives  of  tax  associations,  and 
officials  of  the  Internal  Revenue  Service.  In  addition,  we  reviewed 
academic  research  and  other  studies  on  compliance  burden.  I  would 
like  to  point  out  that  while  my  statement  today  addresses  business 
compliance  burden,  the  burden  individual  taxpayers  face  often  in- 
volves many  similar  issues. 

While  discussing  with  us  the  many  issues  associated  with  compli- 
ance burden,  the  business  officials  and  tax  experts  we  spoke  with 
also  acknowledged  the  legitimate  purposes  and  requirements  of  the 
tax  system.  They  said  that  filing  tax  returns  and  paying  taxes  were 
all  part  of  doing  business.  But  most  firmly  believe  there  must  be 
easier  ways  to  achieve  the  goals  of  the  Federal  tax  system. 

I  would  like  to  depart  from  my  statement  just  a  moment  to  ex- 
press also  our  appreciation  to  the  businesses  we  spoke  with.  They 
were  all  very  willing  to  meet  with  us.  They  were  very  generous 
with  their  time  and  very  candid  in  their  responses  and  we  could 
not  present  this  statement  today  without  that  cooperation. 

Business  officials  and  tax  experts  told  us  that,  overall,  the  Fed- 
eral Tax  Code  is  complex  and  difficult  to  understand.  They  also 
said  it  was  burdensome  to  comply  with  the  code  because  of  the  ad- 
ditional recordkeeping  and  calculations  that  the  code  requires. 
More  specifically,  they  said  businesses  have  difficulty  with  the  code 
because  of  numerous  and  unwieldy  cross-references  and  overly 
broad,  imprecise,  and  ambiguous  language. 

Frequent  legislative  changes  were  also  cited  as  problematic.  Re- 
spondents said  that  the  frequent  and  large  number  of  changes  to 
the  code  make  it  difficult  for  businesses  to  keep  current  on  provi- 
sions that  apply  to  their  specific  situations. 

For  example,  1  year  after  the  expansive  Tax  Reform  Act  of  1986, 
the  Omnibus  Budget  Reconciliation  Act  of  1987  included  about  50 
provisions  that  potentially  affected  business  tax  compliance. 

These  same  parties  expressed  frustration  with  provisions  with  fi- 
nite lives  being  left  to  expire  but  later  reauthorized.  These  are  tax 
provisions  that  may  contain  sunset  clauses  to  encourage  future  re- 
evaluation,  and  while  recognizing  the  value  of  these  provisions, 
business  officials  and  tax  experts  said  informed  business  decisions 
are  difficult  to  make  without  knowing  a  provision's  fate. 
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The  Tax  Code  can  also  create  the  need  to  establish  and  maintain 
numerous  and  sometimes  duplicative  sets  of  financial  records.  For 
example,  all  of  the  businesses  we  spoke  with  said  depreciation  re- 
quirements caused  them  to  maintain  detailed  records  solely  for  tax 
purposes.  For  a  given  set  of  assets,  some  companies  need  to 
produce  one  set  of  computations  and  records  for  the  regular  Fed- 
eral tax  and  two  additional  sets  for  the  alternative  minimum  tax. 
Businesses  are  also  required  to  produce  additional  depreciation 
computations  and  records  for  State  and  local  income  and  property 
tax  purposes. 

Complexities  in  the  code  can  also  result  in  the  need  to  complete 
time-consuming  calculations.  Among  these,  respondents  frequently 
mentioned  the  calculations  associated  with  the  uniform  capitaliza- 
tion rules  and  the  AMT.  Our  respondents  also  indicated  that  the 
compliance  burden  imposed  by  the  Federal  tax  system  was  made 
greater  by  the  interplay  of  State  and  local  tax  requirements  that 
at  times  were  inconsistent  with  each  other  as  well  as  with  the  Fed- 
eral code. 

Among  the  problems  cited  by  businesses  were  different  defini- 
tions of  wages,  income,  and  certain  deductions;  different  methods 
of  calculating  depreciation;  and  inconsistent  requirements  for  pay- 
roll reporting  and  timing  of  deposits.  While  the  focus  of  our  discus- 
sions was  on  the  Federal  tax  burden,  some  of  the  business  respond- 
ents said  that  the  compliance  burden  associated  with  State  and 
local  tax  requirements  exceeded  the  burden  of  the  Federal  system. 

Some  business  officials  and  tax  experts  also  cited  IRS'  adminis- 
tration of  the  code  as  contributing  to  the  compliance  burden,  al- 
though to  a  lesser  extent  than  the  complexity  of  and  changes  to  the 
code.  Of  those  who  cited  difficulties  with  IRS,  problems  identified 
were  with  the  tax  knowledge  of  IRS  auditors,  the  clarity  of  IRS' 
correspondence  and  notices,  and  the  amount  of  time  it  takes  IRS 
to  issue  regulations. 

The  volume  and  complexity  of  information  in  the  code  make  it 
difficult  for  IRS  to  ensure  that  its  tax  auditors  are  knowledgeable 
about  the  code  and  that  their  knowledge  is  current.  Some  business 
officials  and  tax  experts  said  that  IRS  auditors  lack  sufficient 
knowledge  about  Federal  tax  requirements  and  in  their  opinion 
this  deficiency  has  caused  IRS  audits  to  take  more  time  than  they 
otherwise  might.  However,  other  respondents  said  that  IRS  audi- 
tors were  reasonable  to  work  with. 

IRS  itself  recognizes  the  difficulty  of  maintaining  a  work  force  of 
auditors  who  fully  understand  all  tax  requirements.  IRS  is  develop- 
ing a  program  to  encourage  auditors  to  become  industry  specialists 
so  that  they  can  increase  their  understanding  of  industry  environ- 
ments, accounting  practices,  and  tax  issues.  IRS  also  encounters 
difficulty  in  communicating  with  taxpayers,  in  part  due  to  the  need 
to  ensure  technical  accuracy  while  at  the  same  time  presenting  in- 
formation clearly  and  concisely.  Business  taxpayers  said  that  the 
complexity  of  the  forms  and  publications  and  the  lack  of  clarity  of 
correspondence  and  notices  resulted  in  frustrating  and  burdensome 
experiences  for  taxpayers. 

In  two  reports  we  are  releasing  here  today  that  were  done  at 
your  request,  Mr.  Chairman,  we  discuss  continuing  problems  with 
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IRS  notices,  forms,  and  publications,  as  well  as  IRS'  efforts  to  re- 
solve these  problems. 

Respondents  also  identified  difficulties  in  complying  with  the 
code  because  regulations  were  not  always  available  from  IRS  in  a 
timely  manner.  IRS  officials  said  that  the  amount  of  time  that 
passes  before  a  final  regulation  is  issued  varies  but  it  can  take  sev- 
eral years  or  longer.  According  to  the  officials,  the  amount  of  time 
is  a  product  of  the  complexity  of  the  particular  provision,  the  proc- 
ess of  obtaining  and  analyzing  public  comment,  and  the  priority 
IRS  assigns  to  issuing  the  regulation. 

For  many  tax  provisions,  businesses  depend  upon  IRS  regula- 
tions for  guidance  in  complying  with  the  code.  Without  timely  regu- 
lation, businesses  must  guess  at  the  proper  application  of  the  law 
and  at  times  amend  their  decisions  when  the  regulations  are  fi- 
nally issued. 

Moving  next,  Mr.  Chairman,  to  the  overall  cost  to  businesses  of 
complying  with  the  Tax  Code,  we  did  not  identify  a  reliable  esti- 
mate of  such  cost.  While  there  was  a  general  consensus  that  com- 
pliance is  burdensome  and  some  businesses  offered  anecdotal  ex- 
amples of  their  costs,  our  discussions  with  businesses  and  review 
of  available  studies  indicate  that  developing  a  reliable  estimate 
would  require  that  several  severe  practical  problems  be  overcome. 
These  problems  include  working  with  a  broad  spectrum  of  busi- 
nesses to  accurately  separate  tax  costs  from  other  costs  and  obtain- 
ing accurate  and  consistent  responses  from  businesses  on  the  tax 
burden  question.  According  to  these  businesses,  this  would  be  an 
expensive  and  burdensome  process  in  itself. 

In  our  interviews  with  business  officials  and  tax  experts,  we 
found  that  business  tax  compliance  strategies  usually  were  not 
done  in  isolation  from  other  business  operations.  More  often,  tax 
considerations  affected  the  timing — or  often  tax  considerations  af- 
fected the  timing  or  structure  of  a  business  action,  not  whether  the 
action  would  occur. 

Few  of  the  businesses  we  spoke  with  could  readily  separate  tax 
compliance  costs  from  other  costs  of  doing  business.  The  integra- 
tion of  the  tax  compliance  activities  with  other  business  activities 
makes  it  difficult  and  time  consuming  to  collect  the  information 
necessary  to  generate  reliable  cost  estimates.  For  example,  busi- 
nesses told  us  it  would  be  difficult  to  take  payroll  expenditures  and 
isolate  those  associated  with  tax  compliance.  Further,  they  said 
that  they  do  not  routinely  need,  thus  it  does  not  make  sense  for 
them  to  collect,  information  on  compliance  costs. 

A  few  business  officials  provided  estimates  of  some  compliance 
costs,  such  as  legal  fees,  payroll  management  fees,  and  tax  soft- 
ware expenditures,  but  expressed  limited  confidence  in  their  over- 
all ability  to  provide  a  comprehensive  cost  estimate.  In  addition, 
those  businesses  that  said  they  could  isolate  some  of  their  tax  com- 
pliance costs  indicated  that  even  in  their  cases  it  would  be  difficult 
to  separate  Federal  compliance  costs  from  State  and  local  costs. 

We  reviewed  seven  studies  that  provide  some  estimate  of  compli- 
ance cost  associated  with  the  Federal  and  some  State  tax  systems. 
None  of  these  studies  attempted  to  provide  an  overall  compliance 
estimate.  Rather,  they  focused  on  specific  taxpayer  populations, 
such  as  large  corporations  or  a  limited  range  of  compliance  activi- 
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ties,  such  as  recordkeeping  and  filing  tax  returns.  Because  of  their 
limited  scope,  it  would  not  be  appropriate  to  use  the  estimates  from 
these  studies  as  the  basis  for  estimating  the  compliance  costs  for 
other  taxpayer  groups  or  over  different  periods  of  time. 

These  studies  were  also  subject  to  the  general  difficulties  inher- 
ent in  data  collection  and  analysis  of  reliable  cost  data.  Most  used 
a  questionnaire's  survey  approach,  sometimes  with  group  inter- 
views, and  diary  usage  recordkeeping.  The  difficulties  faced  by 
businesses  in  answering  questions  about  burden  may  in  part  be  re- 
flected in  the  low — less  than  50  percent — response  rate  these  stud- 
ies achieved.  The  low  response  rate  also  affects  the  reliability  of  the 
estimates  generated  by  the  studies  we  reviewed. 

While  we  did  not  identify  a  reliable  tax  burden  cost  estimate, 
there  was  overwhelming  consensus  amongst  the  business  respond- 
ents, tax  experts,  and  the  literature  that  tax  compliance  burden  is 
significant  and  that  it  can  be  reduced.  Although  some  gains  can  be 
made  by  reducing  administrative  burden  imposed  by  IRS,  the 
greatest  potential  for  reducing  taxpayer  compliance  burden  is  by 
dealing  with  the  complexity  of  the  Tax  Code. 

In  considering  changes  to  the  code,  legislators  need  to  weigh  sev- 
eral sometimes  competing  concerns.  These  include  the  revenue  im- 
plications of  any  change,  the  need  to  promote  equity  and  fairness, 
and  the  desire  to  achieve  social  and  economic  goals.  The  tension  in 
achieving  balance  among  these  tradeoffs  and  at  the  same  time 
making  it  easier  for  taxpayers  to  comply  presents  a  significant 
challenge  to  Congress. 

As  the  relative  importance  of  these  individual  concerns  varies  by 
specific  code  provision,  one  approach  to  reducing  burden  would  be 
to  tackle  particularly  burdensome  provisions  individually.  The  busi- 
ness officials  and  tax  experts  we  spoke  with  identified  several  pro- 
visions they  perceived  to  be  especially  problematic.  These  included 
the  AMT,  uniform  capitalization,  and  pension  and  payroll  provi- 
sions. In  addition,  others  have  identified  the  foreign  tax  credit  as 
needing  simplification.  Simplification  of  any  of  these  provisions  has 
the  potential  for  reducing  the  tax  burden  of  many  businesses. 

Mr.  Chairman,  Congressman  Houghton,  that  concludes  my  pre- 
pared statement.  I  would  be  pleased  to  respond  to  any  questions. 

Chairman  PiCKLE.  Thank  you,  Ms.  Willis,  for  your  testimony. 
Your  entire  statement  will  be  made  part  of  the  record. 

Ms.  Willis.  Thank  you. 

[The  prepared  statement  and  attachments  follow:] 
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TESTIMONY  OF  LYNDA  D.  WILLIS 
U.S.  GENERAL  ACCOUNTING  OFFICE 

Mr.  Chairman,  Representative  Houghton,  and  Members  of  the 
Subcommittee: 

We  are  pleased  to  be  here  today  to  discuss  with  the  Subcommittee 
the  results  of  work  done  at  the  request  of  Representative 
Houghton  on  the  burden  that  business  taxpayers  face  in  complying 
with  federal  tax  requirements.   Because  of  concerns  about 
taxpayer  burden,  Representative  Houghton  asked  us  to  identify 
sources  of  compliance  burden  and  determine  the  reliability  of 
burden  cost  estimates.   We  have  defined  burden  as  the  time 
taxpayers  spend,  monetary  costs  they  incur,  and  frustrations  they 
experience  in  complying  with  tax  requirements. 

To  prepare  for  this  hearing,  we  collected  information  on 
compliance  burden  from  the  management  and  tax  staffs  of  selected 
businesses,  tax  accountants,  tax  lawyers,  representatives  of  tax 
associations,  and  officials  of  the  Internal  Revenue  Service 
(IRS).   The  corporate  businesses  we  met  with  varied  by 
geographical  location,  size,  and  industry  type.   In  addition,  we 
reviewed  academic  research  and  other  studies  on  compliance  burden 
and  tax  simplification.1   While  our  statement  addresses  business 
compliance  burden,  the  burden  individual  taxpayers  face  often 
involves  many  similar  issues. 

There  are  several  points  we  will  discuss  today.   First,  according 
to  those  we  interviewed,  the  complexity  of  the  Internal  Revenue 
Code,  compounded  by  the  changes  made  to  the  code,  is  the  driving 
force  behind  federal  tax  compliance  burden.   Second,  a  reliable 
estimate  of  the  overall  costs  of  tax  compliance  is  not  currently 
available  and  would  be  costly  and  in  itself  burdensome  on 
businesses  to  obtain.   Finally,  reducing  compliance  burden  will 
be  a  difficult  undertaking  because  of  the  various  policy  trade- 
offs, such  as  revenue  and  taxpayer  equity,  that  must  be  made. 

While  discussing  with  us  the  many  issues  associated  with 
compliance  burden,  the  business  officials  and  tax  experts  also 
acknowledged  the  legitimate  purposes  and  requirements  of  the  tax 
system.   They  said  that  filing  tax  returns  and  paying  taxes  were 
all  part  of  doing  business.   But  most  firmly  believed  there  must 
be  easier  ways  to  achieve  the  goals  of  the  federal  tax  system. 

COMPLEXITY  OF  THE  FEDERAL  TAX  CODE 

Business  officials  and  tax  experts  told  us  that,  overall,  the 
federal  tax  code  is  complex,  difficult  to  understand,  and  in  some 
cases  indecipherable.   They  also  said  it  was  burdensome  to  comply 
with  the  code  because  of  the  additional  record-keeping  and 
calculations  that  the  code  requires.   More  specifically,  they 
said  businesses  have  difficulty  with  the  code  because  of  numerous 
and  unwieldy  cross-references  and  overly  broad,  imprecise,  and 
ambiguous  language.   Such  language,  they  said,  appears  to  be 
designed  to  cover  every  conceivable  case  but  leads  to  much 
taxpayer  confusion  and  frequent  misinterpretation  of  the  code. 

Frequent  legislative  changes,  including  the  effects  of  these 
changes  on  other  sections  of  the  code,  were  also  cited  as 
problematic.   Respondents  said  that  the  frequent  and  large  number 
of  legislative  changes  make  it  difficult  for  businesses  to  keep 
current  on  provisions  that  apply  to  their  specific  situations. 
For  example,  1  year  after  the  expansive  Tax  Reform  Act  of  1986, 
the  Omnibus  Budget  Reconciliation  Act  of  1987  included  about  50 
provisions  that  potentially  affected  business  tax  compliance. 
Business  officials  and  tax  experts  said  it  was  their  perception 
that  these  frequent  changes  were  designed  to  fix  loopholes  or 


^hile  the  businesses  we  interviewed  were  selected  to  provide  a 
range  of  perspectives,  they  were  not  selected  to  provide  a 
statistically  valid  sample.   As  a  result  their  input  cannot  be 
generalized  to  all  businesses.   Appendix  I  provides  detailed 
information  about  the  scope  of  our  work  and  methodology. 
Appendix  II  lists  the  studies  we  reviewed. 
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perceived  abuses;  yet,  in  making  these  changes,  Congress  appeared 
not  to  have  considered  the  impact  they  have  on  other  sections. 

These  same  parties  expressed  frustration  about  provisions  with 
finite  lives  being  left  to  expire  but  later  reauthorized.   These 
are  tax  provisions  that  may  contain  sunset  clauses  to  encourage 
future  reevaluation.   And  while  recognizing  the  value  of  these 
provisions,  business  officials  and  tax  experts  said  informed 
business  decisions  are  difficult  to  make  without  knowing  a 
provision's  fate.   Each  of  these  concerns  about  changes  to  the 
tax  code  added  to  the  uncertainty  businesses  face  in  attempting 
to  understand  and  comply  with  the  tax  code. 

The  tax  code  also  can  create  the  need  to  establish  and  maintain 
numerous  and  sometimes  duplicate  sets  of  financial  records.   For 
example,  all  of  the  17  businesses  we  spoke  with  said  depreciation 
requirements  caused  them  to  maintain  detailed  records  solely  for 
tax  purposes.   For  a  given  set  of  assets,  some  companies  need  to 
produce  one  set  of  computations  and  records  for  the  regular 
federal  tax  and  two  additional  sets  for  the  federal  Alternative 
Minimum  Tax  (AMT).:   Many  businesses  are  also  required  to 
produce  additional  depreciation  computations  and  records  for 
state  and  local  income  and  property  tax  purposes. 

Complexities  in  the  code  can  also  result  in  the  need  to  complete 
time-consuming  calculations.   Among  these,  respondents  frequently 
mentioned  the  calculations  associated  with  the  uniform 
capitalization  rules,  the  AMT,  and  other  provisions  that  force 
taxpayers  to  trace  the  many  categories  of  interest  expense  and 
apply  a  separate  tax  treatment  to  each  category. 

Our  respondents  also  indicated  that  the  compliance  burden  imposed 
by  the  federal  tax  system  was  made  greater  by  the  interplay  of 
state  and  local  tax  requirements  that  at  times  were  inconsistent 
with  each  other  as  well  as  with  the  federal  code.   Among  the 
problems  cited  by  businesses  were  different  definitions  of  wages, 
income,  and  certain  deductions;  different  methods  for  calculating 
depreciation;  and  inconsistent  requirements  for  payroll  reporting 
and  timing  of  deposits.   While  the  focus  of  our  discussions  was 
on  the  federal  tax  burden,  some  of  the  business  respondents  said 
that  the  compliance  burden  associated  with  state  and  local  tax 
requirements  exceeded  the  burden  of  the  federal  system. 

IRS'  ADMINISTRATION  OF  THE  TAX  CODE 

Some  business  officials  and  tax  experts  also  cited  IRS' 
administration  of  the  federal  tax  code  as  contributing  to 
compliance  burden,  although  to  a  lesser  extent  than  the 
complexity  of  and  changes  to  the  code.   Of  those  who  cited 
difficulties  with  IRS,  problems  identified  were  with  the  tax 
knowledge  of  IRS  auditors,  the  clarity  of  IRS'  correspondence  and 
notices,  and  the  amount  of  time  IRS  takes  to  issue  regulations. 

The  complexity  of  the  code  has  a  direct  impact  on  IRS'  ability  to 
administer  the  code.   The  volume  and  complexity  of  information  in 
the  code  make  it  difficult  for  IRS  to  ensure  that  its  tax 
auditors  are  knowledgeable  about  the  tax  code  and  that  their 
knowledge  is  current.   Some  business  officials  and  tax  experts 
said  that  IRS  auditors  lack  sufficient  knowledge  about  federal 
tax  requirements,  and  in  their  opinion  this  deficiency  has  caused 
IRS  audits  to  take  more  time  than  they  otherwise  might.   However, 
other  respondents  said  that  IRS  auditors  were  reasonable  to  work 
with.   IRS  recognizes  the  difficulty  of  maintaining  a  workforce 


:The  Omnibus  Budget  Reconciliation  Act  of  1993  repealed  the 
adjusted  current  earning  depreciation  adjustment  for  AMT 
purposes,  effective  for  property  placed  in  service  after  1993. 
Consequently,  only  one  set  of  depreciation  records  will  be 
required  for  such  property  for  AMT  purposes. 
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of  auditors  who  fully  understand  all  tax  requirements.   IRS  is 
developing  a  program  to  encourage  auditors  to  become  industry 
specialists  so  that  they  can  increase  their  understanding  of 
industry  environments,  accounting  practices,  and  tax  issues. 

IRS  also  encounters  difficulties  in  communicating  with  taxpayers, 
in  part  due  to  the  need  to  ensure  technical  accuracy  while  at  the 
same  time  presenting  information  clearly  and  concisely.   Business 
taxpayers  and  tax  experts  said  that  the  complexity  of  the  forms 
and  publications  and  the  lack  of  clarity  of  correspondence  and 
notices  resulted  in  frustrating  and  burdensome  experiences  for 
the  taxpayers.   They  said  that  business  compliance  burden  is 
increased  as  businesses  attempt  to  understand  and  respond  to 
those  notices  and  letters.   In  two  reports  we  are  releasing  today 
that  were  done  at  your  request,  Mr.  Chairman,  we  discuss 
continuing  problems  with  IRS  notices,  forms,  and  publications  as 
well  as  IRS'  efforts  to  resolve  those  problems.3 

Respondents  also  identified  difficulties  in  complying  with  the 
code  because  regulations  were  not  always  available  from  IRS  in  a 
timely  manner.   IRS  officials  said  that  the  amount  of  time  that 
passes  before  a  final  regulation  is  issued  varies,  but  it  can 
take  several  years  or  longer.   According  to  the  officials,  the 
amount  of  time  is  a  product  of  the  complexity  of  the  particular 
tax  n-ovision,  the  process  of  obtaining  and  analyzing  public 
comment  on  proposed  regulations,  and  the  priority  IRS  assigns  to 
issuing  the  regulation. 

For  many  tax  provisions  businesses  depend  upon  IRS  regulations 
for  guidance  in  complying  with  the  code  and  correspondingly 
reducing  their  burden.   Without  timely  regulations,  according  to 
some  respondents,  businesses  must  guess  at  the  proper  application 
of  the  law  and  then  at  times  amend  their  decisions  when  the 
regulations  are  finally  issued. 

RELIABLE  ESTIMATE  OF  OVERALL 
COMPLIANCE  COSTS  DIFFICULT  TO  DEVELOP 

Moving  next,  Mr.  Chairman,  to  the  overall  cost  to  businesses  of 
complying  with  the  tax  code,  we  did  not  identify  a  readily 
available,  reliable  estimate  of  such  costs.   While  there  was  a 
general  consensus  that  compliance  is  burdensome  and  some 
businesses  offered  anecdotal  examples  of  their  costs,  our 
discussions  with  businesses  and  review  of  available  studies 
indicate  that  developing  a  reliable  estimate  would  require  that 
several  practical  and  severe  problems  be  overcome.   These 
problems  include  working  with  a  broad  spectrum  of  businesses  to 
accurately  separate  tax  costs  from  other  costs  and  obtaining 
accurate  and  consistent  responses  from  businesses  on  tax  burden 
questions.   This  would  be  an  expensive  and  burdensome  process  in 
itself . 

In  our  interviews  with  business  officials  and  tax  experts,  we 
found  that  business  tax  compliance  strategies  usually  were  not 
done  in  isolation  from  other  business  operations;  few  of  their 
activities  were  done  solely  or  even  primarily  for  tax  reasons. 
More  often,  tax  considerations  affected  the  timing  or  structure 
of  a  business  action  not  whether  the  action  would  occur.   For 
example,  a  business  in  acquiring  equipment  would  consider  tax 
implications  in  terms  of  whether  to  buy  or  lease  the  equipment. 

Few  of  the  businesses  we  spoke  with  could  readily  separate  tax 
compliance  costs  from  other  costs  of  doing  business.   The 
integration  of  the  tax  compliance  activities  with  other  business 
activities  makes  it  difficult  and  time-consuming  to  collect  the 


3Tax  Administration:   IRS  Notices  Can  Be  Improved  (GAO/GGD-95-6 , 
Dec.  7,  1994);   Tax  Administration:   IRS  Efforts  To  Improve  Forms 
and  Publications  (GAO/GGD-95-34 ,  Dec.  7,  1994). 
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information  necessary  from  businesses  to  generate  reliable  cost 
estimates.   For  example,  businesses  said  it  would  be  difficult  to 
take  payroll  expenditures  and  isolate  those  associated  with  tax 
compliance. 

Further,  business  respondents  said  that  they  do  not  routinely 
need,  thus  it  does  not  make  sense  for  them  to  collect, 
information  on  compliance  costs.   And,  to  separate  tax  compliance 
rosts  from  other  costs  of  doing  business  would  be  burdensome  and 
3f  questionable  usefulness  to  them. 

A  few  business  officials  provided  estimates  of  some  compliance 
:osts,  such  as  legal  fees,  payroll  management  fees,  and  tax 
software  expenditures,  but  expressed  limited  confidence  in  their 
ability  to  provide  accurate,  comprehensive  cost  data.   In 
addition,  those  few  businesses  that  said  they  could  isolate  some 
of  their  tax  compliance  costs  indicated  that  even  in  their  cases, 
it  would  be  difficult  to  separate  federal  compliance  costs  from 
state  and  local  compliance  costs. 

We  reviewed  seven  studies  issued  since  1980  that  provide  some 
estimate  of  compliance  cost  associated  with  the  federal  and  some 
state  tax  systems.   None  of  these  studies  attempted  to  provide  an 
overall  compliance  cost  estimate.   Rather,  they  focused  on 
specific  taxpayer  populations,  such  as  large  corporations,  or  a 
limited  range  of  compliance  activities,  such  as  record-keeping 
and  filing  tax  returns.   Because  of  the  limited  scope,  it  would 
not  be  appropriate  to  use  the  estimates  from  these  studies  as  the 
basis  for  estimating  the  compliance  costs  for  other  taxpayer 
groups,  or  for  different  time  periods. 

These  studies  were  also  subject  to  the  general  difficulties 
inherent  in  data  collection  and  analysis  that  limit  efforts  to 
obtain  reliable  cost  data.   Most  used  a  questionnaire  survey 
approach,  sometimes  along  with  group  interviews  and  diary-usage 
record-keeping,  and  each  has  significant  limitations.   Kach  of 
these  techniques  requires  taxpayers  to  respond  accurately, 
completely,  and  consistently  to  compliance  burden  questions  that 
may  be  difficult  to  interpret.   The  difficulties  faced  by 
businesses  in  answering  these  types  of  questions  may  in  part  be 
reflected  in  the  low--less  than  50  percent--response  rate  these 
studies  achieved.   The  low  response  rate  also  affects  the 
reliability  of  the  estimates  generated  by  the  studies  we 
reviewed. 

THE  CHALLENGE  OF  REDUCING  COMPLIANCE  BURDEN 

While  we  did  not  identify  existing  reliable  tax  burden  cost 
estimates,  there  was  consensus  among  the  business  respondents, 
tax  experts,  and  the  literature  that  tax  compliance  burden  is 
significant  and  that  it  can  be  reduced.   Although  some  gains  can 
be  made  by  reducing  administrative  burden  imposed  by  IRS,  the 
greatest  potential  for  reducing  taxpayer  compliance  burden  is  by 
dealing  with  the  complexity  of  the  tax  code. 

In  considering  changes  to  the  tax  code,  legislators  need  to  weigh 
several  sometimes  competing  concerns.   These  include  the  revenue 
implications  of  any  change,  the  need  to  promote  equity  and 
fairness,  and  the  desire  to  achieve  social  and  economic  goals. 
The  tension  in  achieving  balance  among  these  trade-offs  and  at 
the  same  time  making  it  easier  for  taxpayers  to  comply  presents  a 
significant  challenge  to  Congress. 

As  the  relative  importance  of  these  individual  concerns  varies  by 
specific  code  provision,  one  approach  to  reducing  burden  would  be 
to  tackle  particularly  burdensome  provisions  individually.   The 
business  officials  and  tax  experts  we  talked  with  identified 
several  provisions  that  they  perceived  to  be  especially 
problematic.   These  included  the  AMT,  uniform  capitalization,  and 
pension  and  payroll  provisions.   In  addition,  others  have 
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identified  the  foreign  tax  credit  as  needing  simplification. 
Simplification  of  any  of  these  provisions  has  the  potential  for 
reducing  the  tax  burden  of  many  businesses. 


Mr.  Chairman,  Representative  Houghton,  this  concludes  our 
prepared  statement.   We  would  be  pleased  to  answer  any  guestions, 


APPENDIX  I  APPENDIX  I 


METHODOLOGICAL  APPROACH  AND  LIMITATIONS 

Our  objectives  were  to  (1)  identify  the  sources  of  compliance 
burden  for  businesses  and  (2)  determine  the  reliability  of  cost 
estimates  of  compliance  burden.   Our  approach  was  two-fold: 
review  and  assess  the  literature  on  tax  compliance  burden  to 
identify  issues  and  conduct  in-depth  interviews  of  businesses  and 
tax  experts  to  obtain  their  views  on  compliance  burden. 

As  shown  in  appendix  II,  we  reviewed  about  25  commonly  recognized 
studies  from  the  literature  on  compliance  costs  and  tax 
simplification.   These  studies  provided  information  on  how 
businesses  comply  with  tax  laws,  the  areas  they  find  more 
difficult  to  comply  with,  causes  for  some  of  the  tax  compliance 
burden  experienced  by  businesses,  and  suggestions  for  reducing 
compliance  burden.   Our  analysis  of  the  reliability  of  compliance 
cost  data  focused  on  studies  addressing  the  U.S.  tax  system,  as 
shown  in  appendix  II. 

We  interviewed  business  officials  and  tax  experts  to  obtain 
detailed  information  on  actual  taxpayer  experiences  in  complying 
with  federal,  state,  and  local  tax  reguirements  and  to  determine 
if  companies  could  collect  reliable  taxpayer  compliance  cost 
data.   These  included  interviews  with  tax  and  management 
officials  of  17  businesses,  three  panels  of  tax  accountants  from 
the  American  Institute  of  Certified  Public  Accountants  (AICPA), 
and  a  panel  of  tax  lawyers  from  the  American  Bar  Association 
(ABA)  Tax  Section.   We  also  talked  with  representatives  of  tax 
associations  and  IRS  officials  to  obtain  their  views  on  the 
reasons  for  tax  compliance  burden. 

We  selected  the  17  businesses  to  include  a  variety  of  geographic 
regions,  industry  types,  and  sizes,  rather  than  to  construct  a 
statistical  sample  of  businesses.   The  17  companies  were 
headquartered  in  6  states  across  the  country--Calif ornia , 
Georgia,  Maryland,  New  York,  Ohio,  and  Virginia.   They  included  a 
wide  variety  of  industry  types,  such  as  manufacturing,  services, 
telecommunications,  and  retail  operations.   We  chose  to  focus, 
for  the  most  part,  on  medium-sized  companies  because  of  the 
congressional  requestor's  interest  and  because  relatively  little 
past  research  has  focused  on  this  subgroup.   Our  sample  included, 
however,  a  few  large  corporations  and  some  relatively  small 
businesses.   Most  of  the  17  businesses  were  judgmentally  selected 
from  public  databases  that  list  publicly  traded  and  privately 
held  corporations.   Table  1  summarizes  the  characteristics  of  the 
17  companies  we  interviewed. 

Although  our  results  do  not  necessarily  represent  the  business 
community  at  large,  the  AICPA,  or  the  ABA  tax  section,  they 
provide  qualitative  information  on  actual  experiences--good  and 
bad--that  the  companies  encountered  while  complying  with  federal, 
state,  and  local  tax  systems.   Moreover,  our  results  on  the 
sources  of  tax  compliance  burden  are  consistent  with  the 
information  found  in  the  literature  we  reviewed. 
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Table  1:   Characteristics  of  businesses  interviewed  by  GAP 


Company  information3 

Type  of  industry 

Number  of 
employees 
( rounded ) 

Number  of 
states 

Printing 

3,000 

11 

Manufacturing  -  paper  products 

8,500 

50 

Manufacturing  -  heavy  eguipment 

1,300 

4 

Restaurant  operations 

2,300 

6 

Media  operations 

30,000 

14 

Real  estate  operations 

20,000 

47 

Restaurant  operations 

5,000 

5 

Information  technology 

4,000 

20 

Retail  &  wholesale  operations 

1,400 

3 

Contractor 

100 

N/A 

Importer /exporter 

3,000 

35 

Retail  operations 

1,000 

26 

Retail  operations 

4,000 

30 

Food  processing 

800 

N/A 

Automotive  car  operations 

1,200 

11 

Information  management 

3,000 

35 

Distributor  medical  eguipment 

100 

2 

'Company  assets  ranged  in  size  from  around  $50  million  to  almost 
$4  billion.   There  were  7  companies  with  less  than  $100  million 
in  assets;  5  companies  with  between  $100  million  and  $250  million 
in  assets;  and  2  companies  with  more  than  $1  billion  in  assets. 
The  asset  size  was  not  available  for  three  companies. 
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COMPLIANCE  COST  AND  TAX  SIMPLIFICATION  LITERATURE  REVIEWED 

Literature  on  U.S.  Tax  Compliance  Costs 

Arlinghaus,  Barry  P.  and  Donald  T.  Anderson,  "The  Organization 
and  Operation  of  the  Tax  Function  of  Large  Corporations:  A  1986 
Update,"  The  Tax  Executive,  Summer  1986. 

Arthur  D.  Little,  Inc.,  Development  of  Methodology  for  Estimating 
Taxpayer  Paperwork  Burden,  Final  Report  to  the  Department  of 
Treasury,  Washington,  D.C.  1988. 

Blumenthal,  Marsha  and  Joel  Slemrod,  "The  Compliance  Cost  of  the 
U.S.  Individual  Tax  System:  A  Second  Look  After  Tax  Reform," 
National  Tax  Journal,  June  1992. 
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Chairman  Pickle.  I  notice  in  your  statement  today  that  you  said 
that  in  response  to  the  problems  that  businesses  face  in  complying 
with  notices  and  other  aspects  of  the  Internal  Revenue  Service, 
that  you  are  releasing  today  three  reports,  I  guess  you  said.  Are 
you  releasing  those  reports  today,  here? 

Ms.  Willis.  Yes,  sir.  We  have  copies  of  them  with  us. 

Chairman  Pickle.  Where  are  they?  Have  they  been  submitted  to 
the  staff? 

Ms.  Willis.  Right. 

Chairman  Pickle.  They  will  also  be  available,  then,  for  the  pub- 
lic. 

Ms.  Willis.  Right. 

[The  reports  below  were  mentioned  in  the  hearing  and  can  be  ob- 
tained from  the  General  Accounting  Office:! 

Tax  Administration:  IRS  Notices  Can  Be  Improved— GAO/GGD-95-6 

Tax  Administration:  IRS  Efforts  to  Improve  Forms  and  Publications — GAO/GGD- 

95-34 

Tax  Administration:  Changes  Needed  to  Reduce  Volume  and  Improve  Processing 

of  Undeliverable  Mail— GAO/GGD-95-44 

Chairman  Pickle.  Thank  you  very  much.  I  have  other  questions 
for  you,  Ms.  Willis.  I  think  I  will  come  back  as  we  go  through  the 
panel,  and  if  it  is  agreeable  to  you,  Mr.  Houghton,  we  will  continue 
with  the  witnesses  and  then  ask  the  panel  as  a  whole  the  ques- 
tions. 

Mr.  Houghton.  Yes. 

Chairman  Pickle.  Then  our  next  witness  will  be  Robert  Wenzel, 
who  is  chief  of  the  strategic  planning  and  communications  division, 
IRS.  You  are  what  we  call  the  heavy.  You  are  the  one  responsible 
for  making  things  run  smoothly  back  there  at  Internal  Revenue 
Service.  So  we  look  forward  to  your  testimony,  Mr.  Wenzel.  Pro- 
ceed, sir. 

STATEMENT  OF  ROBERT  E.  WENZEL,  CHIEF,  STRATEGIC  PLAN- 
NING AND  COMMUNICATIONS,  INTERNAL  REVENUE  SERV- 
ICE, ACCOMPANIED  BY  LEE  R.  MONKS,  TAXPAYER  OMBUDS- 
MAN 

Mr.  Wenzel.  Thank  you,  Mr.  Chairman  and  Congressman 
Houghton.  Thank  you  for  inviting  me  here  today. 

Along  with  my  responsibility  to  supply  taxpayers  with  the  infor- 
mation needed  to  comply  with  the  tax  laws,  Commissioner  Richard- 
son has  charged  my  office  with  developing  better  measures  of  tax- 
payer burden  and  coordinating  efforts  to  reduce  that  burden. 

I  welcome  the  opportunity  to  be  here  in  Elmira  and  to  share 
some  of  IRS'  efforts  to  control  and  reduce  the  compliance  costs  and 
burden  imposed  by  Federal  tax  laws  on  individuals  and  businesses. 
With  me  today  is  Lee  Monks,  our  taxpayer  ombudsman,  who  will 
speak  to  you  about  burden  reduction  from  his  perspective  as  an  ad- 
vocate for  taxpayers. 

Congressman  Houghton,  I  would  also  like  to  introduce  our  assist- 
ant director  for  the  Buffalo  district  who  is  with  us  today,  and  that 
is  Napoleon  Avery. 

Chairman  Pickle.  We  are  glad  to  have  you,  Mr.  Avery. 
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Mr.  Wenzel.  And,  Mr.  Chairman,  with  your  permission,  I  would 
just  like  to  submit  my  formal  statement  for  the  record  and  provide 
a  quick  summary  as  my  opening  statement  this  morning. 

Chairman  Pickle.  That  will  be  permitted. 

Mr.  Wenzel,  as  you  proceed,  though,  since  you  have  such  a 
lengthy  statement,  I  would  like  for  you  to  point  out  for  us  where 
you  are  in  your  testimony,  if  that  is  possible,  so  we  might  be  able 
to  keep  up  with  you  a  little  bit  better,  if  that  is  agreeable  to  you. 

Mr.  Wenzel.  OK 

Chairman  Pickle.  Just  as  you  go  along  in  explanation  so  that  we 
might  be  able  to  follow  you  a  little  closer. 

Mr.  Wenzel.  OK.  I  am  beginning — what  I  would  like  to  start 
with  in  my  summary  is  talking  about  where  we  are  committed  to 
reducing  burden  and  the  public's  willingness  to  meet  its  tax  re- 
sponsibilities as  the  foundation  of  the  American  tax  system,  but 
when  the  burden  of  compliance  becomes  too  great,  the  willingness 
to  comply  becomes  strained. 

Initially,  IRS'  definition  of  "burden"  stemmed  from  our  efforts  to 
comply  with  the  Paperwork  Reduction  Act  of  1980,  which  assessed 
burden  in  terms  of  recordkeeping  and  forms  requirements  imposed 
by  the  Federal  Government.  However,  we  have  also  identified 
through  feedback  from  individuals,  businesses,  and  tax  practition- 
ers what  they  perceive  as  "burden."  As  a  result,  our  current  defini- 
tion of  "burden"  includes  the  time,  expense,  and  dissatisfaction  ex- 
perienced by  taxpayers  in  meeting  their  tax  obligations.  This  defi- 
nition takes  into  account  that  burden.  That  burden  also  originates 
after  taxpayers  file  returns  as  they  attempt  to  resolve  account  is- 
sues, pay  outstanding  balances,  or  answer  inquiries  we  send  them. 

We  recognize  that  our  agency  plays  a  key  role  in  reducing  burden 
as  well  as  ensuring  taxpayers  have  the  means  to  fulfill  their  re- 
sponsibilities. However,  some  burden  originates  directly  in  the  In- 
ternal Revenue  Code.  As  an  example  of  how  much  longer  and  com- 
plex the  Tax  Code  has  become  over  the  years,  I  brought  with  me 
copies  of  the  1939,  the  1954,  and  the  1986  code.  On  my  right,  you 
can  see  the  1939  code  had  504  pages  in  it,  the  1954  code  went  to 
929  pages,  and  the  1986  code  is  in  two  volumes  with  over  2,700 
pages. 

Chairman  Pickle.  Let  me  interrupt  you  at  this  point  to  actually 
demonstrate  to  our  witnesses  what  is  happening  here.  This  one 
book  here  is  the  Tax  Code  of  1939  and  it  has  504  pages  in  it.  I  will 
back  up  a  little  bit.  The  Tax  Code  when  I  was  born  didn't  exist. 
That  included  Mr.  Houghton,  also. 

Mr.  Houghton.  Yes,  right. 

Chairman  Pickle.  We  just  got  along  without  the  Tax  Code.  Then 
the  next  edition  was  in  1954,  that  is  when  some  of  our  staff  were 
born,  we  had  929  pages.  And  now,  today,  we  are  blessed  with  an 
expanded  Tax  Code.  1986  was  the  last  major  revision.  We  have 
2,700  pages.  We  are  growing. 

Mr.  Wenzel.  And  the  print  is  much  finer  in  that  code  than  it 
was  in  the  1939  or  1954  edition. 

Notwithstanding  this  obvious  challenge,  the  IRS  is  committed  to 
burden  reduction.  This  commitment  is  evidenced  in  our  business 
master  plan,  which  makes  maximizing  customer  satisfaction  and 
reducing  burden   one  of  our  three  major  strategic  objectives.  We 
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have  identified  fiscal  year  2001  performance  goals  for  reducing  bur- 
den with  incremental  improvements  planned  for  fiscal  year  1995 
and  beyond  to  ensure  that  we  reach  these  goals. 

However,  at  the  outset,  I  would  note  that  in  performing  our  mis- 
sion, we  deal  with  different  kinds  of  taxpayers  who  voluntarily 
comply  with  their  filing  and  payment  obligations,  those  who  would 
like  to  comply  but  need  assistance  to  accommodate  difficult  per- 
sonal situations,  and  those  who  intentionally  are  noncompliant.  We 
try  to  reduce  burden  on  the  voluntarily  compliant  and  those  tax- 
payers who  would  like  to  comply,  while  taking  necessary  enforce- 
ment actions  against  those  who  deliberately  try  to  circumvent  the 
tax  laws. 

The  Service  has  developed  a  variety  of  techniques  to  measure  the 
components  of  burden  as  we  now  define  it.  That  is,  time,  monetary 
cost,  and  dissatisfaction.  A  summary  of  these  techniques  is  at- 
tached to  my  formal  statement.  However,  we  currently  do  not  have 
any  comprehensive  way  to  measure  the  overall  burden  of  complying 
with  the  tax  laws,  and  as  a  result,  we  plan  to  develop  such  a  sys- 
tem so  that  we  can  establish  a  baseline  to  gauge  the  effectiveness 
of  our  burden  reduction  programs. 

I  would  now  like  to  briefly  describe  some  examples  of  IRS  pro- 
grams designed  to  reduce  taxpayer  burden.  Many  of  these  efforts 
are  targeted  to  areas  identified  through  customer  surveys.  Ongoing 
surveys  will  also  help  determine  whether  our  strategies  are  accom- 
plishing the  desired  results. 

Current  tax  law  is  too  complex.  We  will  continue  to  explore  how 
we  can  best  provide  ideas  to  Treasury  and  Congress  on  legislative 
changes.  We  work  with  Treasury  and  Congress  to  assess  potential 
burden  of  proposed  legislation  and  recommend  changes  which 
make  compliance  easier.  For  example,  we  have  explored  burden  is- 
sues related  to  employment  tax  provisions  with  representatives 
from  corporations  and  small  businesses.  Based  on  their  feedback 
and  concerns,  we  are  developing  recommendations  for  simplifying 
Federal  and  State  tax  wage  reporting  requirements. 

Taxpayers  have  told  us  our  forms  and  instructions  should  be 
easier  to  read  and  understand.  Over  the  years,  we  have  developed 
shorter  versions  of  major  tax  forms  to  simplify  reporting  for  seg- 
ments of  the  individual  and  business  populations.  For  example,  we 
have  made  a  number  of  improvements  in  various  parts  of  the  1040 
instructions.  An  independent  analysis  by  Cornell  University  found 
that  instructions  for  1040A  and  1040EZ  are  easier  to  read  than  the 
average  newspaper.  Instructions  for  form  1040  are  only  slightly 
more  difficult  than  newspapers  but  easier  than  weekly  news  maga- 
zines. 

We  have  also  taken  steps  to  streamline  the  forms  themselves  so 
that  taxpayers  with  relatively  simple  tax  situations  can  file  simple 
returns. 

For  example,  several  years  ago,  we  created  the  form  1040EZ. 
This  year  the  1040EZ  contains  only  11  lines  and  can  be  used  by 
as  many  as  17  million  taxpayers.  We  also  created  a  new  form, 
2106EZ,  that  is  available  this  year  for  employees  to  claim  business- 
related  expenses,  such  as  automobile  mileage.  Employees  using 
this  form  have  12  fewer  lines  to  complete  and  it  can  be  used  by  an 
estimated  3.4  million  taxpayers. 
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We  continue  to  improve  readability  on  business  tax  forms  as 
well.  For  small  businessowners  who  are  sole  proprietors,  we  devel- 
oped schedule  C-EZ.  This  form  has  only  three  lines  to  compute  net 
profit,  compared  to  36  lines  on  the  regular  schedule  C,  and  the  new 
form  can  be  used  by  3  million  small  businessowners. 

Chairman  Pickle.  Mr.  Wenzel,  let  me  interrupt  you.  You  said 
earlier,  just  a  statement  ago,  that  on  the  1040EZ,  it  can  be  used 
by,  would  you  say,  17  million  taxpayers? 

Mr.  Wenzel.  That  is  correct. 

Chairman  Pickle.  And  you  said  now  with  respect  to  the  schedule 
C-EZ  for  small  business,  it  can  be  used  by  3  million.  Is  it  being 
used  by  17  million  or  3  million  people?  You  say  it  can  be.  I  want 
to  know  what  is  the  practical  use  of  those  forms. 

Mr.  Wenzel.  With  the  1040EZ,  the  most  recent  tax  year,  last 
year,  would  show  that  there  were  about  14  million  people  that  used 
the  1040EZ. 

Chairman  Pickle.  All  right. 

Mr.  Wenzel.  The  form  schedule  C-EZ,  I  don't  know  the  exact 
number.  I  can  provide  that  to  you  for  the  record.  It  is  still  a  rel- 
atively new  form,  so  I  am  confident 

[The  following  was  subsequently  received:] 

The  number  of  form  1040  schedule  C-EZs  filed  for  tax  year  1992  is  1,392,000.  For 
tax  year  1993,  there  were  1,786,000  schedule  C-EZs  filed  through  July  30,   1994. 

Chairman  Pickle.  Percentage  wise,  it  would  be  about  the  same 
use  as  the  1040EZ? 

Mr.  Wenzel.  I  think  that  would  be  a  fair  statement. 

Chairman  Pickle.  All  right.  Well,  it  is  encouraging  that  many 
people  are  availing  themselves  of  the  simple  form.  That  is  pri- 
marily though  the  individual  and/or  small  business.  The  larger 
companies,  of  course,  cannot  use  that  form,  and  wouldn't  be  ex- 
pected to. 

Mr.  Wenzel.  That  is  correct. 

Just  let  me  also  add  that  more  than  two-thirds  of  all  employers 
reporting  unemployment  taxes  now  qualify  to  use  our  form 
1040EZ— 940,  1  am  sorry,  940EZ.  This  year,  we  also  simplified  the 
form  941  that  is  used  by  employers  to  report  income  and  Social  Se- 
curity tax  withholding.  These  changes  have  reduced  reporting  bur- 
den for  6  million  employers  and  saved  them  over  13  million  nours 
in  reporting  time. 

Let  me  move  to  our  publications.  Taxpayer  frustration  and  dis- 
satisfaction can  be  reduced  if  they  understand  the  responsibilities 
and  can  meet  them  without  making  unintentional  errors.  To  help 
taxpayers  better  understand  the  law  and  to  effectively  use  our 
forms,  we  offer  over  100  free  publications.  I  have  brought  a  ref- 
erence set  for  your  information.  These  materials  are  available  to 
taxpayers  through  our  forms  distribution  sites  and  are  also  distrib- 
uted to  practitioners,  libraries,  and  other  institutions  that  provide 
tax  assistance. 

However,  even  before  a  taxpayer  sits  down  to  prepare  a  tax  re- 
turn, there  are  questions  they  need  answered.  We  recognize  this 
need  and  have  programs  in  place  to  provide  assistance.  We  provide 
walk-in  service  at  local  offices  and  toll-free  telephone  tax  assist- 
ance. Our  toll-free  services  include  tax  assistance,  forms  ordering, 
and  automated  refund  status  and  tax  information. 
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We  provide  tax  information  through  print,  radio,  and  television 
public  service  announcements  and  through  televised  tax  clinics 
during  the  filing  season.  We  work  with  communities  and  organiza- 
tions to  provide  tax  education  and  filing  assistance  for  lower  in- 
come, elderly,  non-English  speaking,  and  individuals  with  disabil- 
ities. For  tax  practitioners,  we  provide  information  through  elec- 
tronic bulletin  boards  and  forms  and  publications  through  a  special 
mail  out  and  on  CD-ROM.  The  aim  of  all  of  these  programs  is  to 
get  both  general  and  specific  tax  information  to  taxpayers  in  for- 
mats where  they  can  access  it  quickly  and  easily. 

Another  more  fundamental  way  we  build  taxpayers'  knowledge  is 
through  programs  at  the  high  school  and  college  level  designed  to 
educate  students  to  their  tax  responsibilities.  Last  year,  almost 
16,000  educators  at  secondary  schools  and  colleges  throughout  the 
country  used  our  understanding  taxes  and  small  business  tax  edu- 
cation course  material  in  their  classes.  For  primary  grades,  we  re- 
cently worked  with  the  Department  of  Labor  and  the  Center  for 
Civic  Education  to  include  tax  obligations  in  the  recently  published 
National  Standards  in  Civics  Education. 

Chairman  Pickle.  Mr.  Wenzel,  we  have  with  us  today  a  group 
of  students  who  are  here  from  Elmira  or  Corning.  We  are  pleased 
to  have  them  here  today.  I  hope  you  make  a  copy  of  your  testimony 
available  to  this  class  and  perhaps  a  set  of  those  10  documents  that 
show  how  the  Tax  Code  has  been  simplified.  I  think  they  may  want 
to  study  it  and  may  want  to  mail  you  some  questions  later. 

Mr.  Wenzel.  I  will  be  looking  forward  to  their  questions. 

The  IRS  also  provides  tax  information  and  education  outreach 
targeted  for  small  businesses.  Earlier  this  year,  we  also  established 
an  Office  of  Small  Business  Affairs.  Working  with  the  Small  Busi- 
ness Administration,  this  office  is  identifying  the  concerns  and  in- 
terests of  the  small  business  community  and  working  to  streamline 
policies,  programs,  and  procedures  where  possible. 

Recently,  this  office  participated  in  the  Small  Business  Forum  on 
Regulatory  Reform.  Interagency  work  groups  obtained  comments 
from  small  businessowners  and  developed  recommendations  to  ad- 
dress regulatory  issues  that  cross  industry  and  agency  lines. 

In  addition,  in  conjunction  with  the  Department  of  Treasury,  So- 
cial Security  Administration,  and  the  Department  of  Labor,  we  are 
engaged  in  developing  a  simplified  tax  and  wage  reporting  system. 
This  effort  is  exploring  the  feasibility  of  combined  filing  with  a  sin- 
gle governmental  entity  as  opposed  to  the  multiple  reporting  re- 
quirements imposed  on  employers  today.  The  goal  is  a  significant 
reduction  in  burden  for  employers  while  maintaining  or  improving 
the  effectiveness  of  Federal  and  State  tax  administration  programs. 

Let  me  move  to  some  of  our  filing  and  payment  programs. 

Taxpayers  have  told  us  they  like  options  in  meeting  their  tax  re- 
turn filing  obligations.  As  a  result,  the  Service  has  embarked  on  an 
aggressive  program  to  provide  alternatives  to  the  traditional  paper 
income  tax  form.  Last  year,  almost  16  million  taxpayers  filed  elec- 
tronic returns  through  a  variety  of  methods.  These  included  over 
500,000  forms,  1040EZ,  filed  over  the  telephone;  over  1  million  that 
fulfilled  both  Federal  and  State  requirements,  and  over  4  million 
form   1040PC  answer  sheet  returns  prepared  using  IRS-approved 
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computer  software.  We  are  also  experimenting  with  electronic  filing 
from  home  computers. 

The  error  rate  on  electronic  returns  is  less  than  one-half  of  1  per- 
cent compared  to  paper  return  error  rates  as  high  as  10  percent, 
which  means  fewer  subsequent  contacts  with  IRS,  something  tax- 
payers clearly  view  as  a  burden.  Electronic  filing  has  steadily  in- 
creased as  we  have  made  it  easier  for  taxpayers  and  tax  practition- 
ers to  use. 

Not  only  do  we  use  the  electronic  media  for  returns,  we  also  have 
provisions  for  business  taxpayers  to  make  payments  electronically. 
This  year  we  received  more  than  $6.2  billion  in  Federal  tax  depos- 
its via  electronic  funds  transfer.  Like  electronic  filing,  electronic 
payments  are  more  accurate.  They  significantly  reduce  the  chances 
of  subsequent  IRS  contacts  on  misapplied  payments  or  to  resolve 
other  errors.  We  will  be  expanding  this  program  over  the  next  few 
years. 

My  formal  statement  includes  additional  programs  directed  at  re- 
ducing burden.  However,  long-range  efforts  are  dependent  upon  tax 
systems  modernization.  A  major  part  of  our  strategy  is  to  leverage 
the  opportunities  presented  by  technology.  TSM,  as  we  call  it,  will 
produce  major  breakthroughs  in  meeting  the  private  sector  stand- 
ard for  resolving  account  issues,  that  is,  rapid  resolution  of  account 
matters  over  the  telephone  in  a  single  contact. 

Limitations  of  our  current  systems  designed  in  the  1960s  and 
1970s  simply  don't  allow  us  to  manage  and  access  taxpayer  data 
quickly  enough.  This  pushes  account  resolution  into  correspondence 
that  often  takes  weeks  and  sometimes  months  to  conclude. 
Through  TSM,  our  assistors  will  have  access  to  the  information 
they  need  to  answer  questions  about  taxpayers'  accounts  and  to 
take  all  actions  necessary  to  deal  with  an  inquiry  during  the  first 
contact. 

Other  benefits  from  TSM  relate  to  our  ability  to  protect  privacy 
and  confidentiality  of  tax  information  in  our  records.  With  help 
from  several  oversight  organizations,  such  as  our  own  internal 
audit,  GAO,  the  National  Academy  of  Science,  and  others,  we  are 
building  stringent  security  into  our  TSM  systems. 

Let  me  take  this  opportunity  to  quickly  tell  you  about  other  ac- 
tions we  have  taken  to  streamline,  restructure,  and  change  the  way 
we  do  business  at  the  IRS.  We  believe  these  changes  will  help  us 
to  improve  customer  satisfaction  and  reduce  burden  significantly. 

Our  district  offices  in  the  future  will  reflect  a  more  modern  and 
streamlined  IRS  with  more  frontline  employees.  We  are  consolidat- 
ing our  taxpayer  account  and  correspondence  services  currently 
performed  in  many  locations  into  23  customer  service  centers.  Two 
prototype  sites  are  experimenting  with  blending  different  types  of 
workload  and  employee  skills  to  resolve  taxpayer  inquiries  during 
the  first  contact.  Our  Helena,  M.T.,  district  office  is  exploring  com- 
bined operations  for  collection,  taxpayer  service,  and  examination 
to  improve  services  to  practitioners  and  taxpayers.  Helena  has  been 
selected  by  the  National  Performance  Review  to  be  a  reinventing 
government  laboratory.  We  will  monitor  results  of  all  of  these  ini- 
tiatives to  assess  how  well  we  meet  taxpayers'  expectations  and  re- 
duce burden  while  we  provide  assistance  and  perform  compliance 
checks. 
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In  addition,  IRS  customer  service  standards  will  be  published  in 
the  individual  tax  packages  to  advise  taxpayers  what  they  can  ex- 
pect in  their  dealings  with  the  IRS.  As  importantly,  we  plan  to 
monitor  and  report  our  performance  in  meeting  these  standards. 

Mr.  Chairman,  I  hope  that  my  testimony  has  provided  you  a 
summary  of  how  the  IRS  is  dealing  with  defining,  measuring,  and 
reducing  taxpayer  burden.  We  are  committed  to  reducing  the  time, 
expense,  and  dissatisfaction  taxpayers  experience  in  meeting  their 
tax  obligation. 

Some  compliance  burden  associated  with  paying  taxes  is  inevi- 
table, but  today's  burden  is  larger  than  it  needs  to  be  and  we  are 
working  hard  to  reduce  it.  We  will  continue  our  dialog  with  tax- 
payers, tax  professionals,  business  groups,  and  State  and  Federal 
agencies  to  ensure  their  burden  reduction  concerns  are  addressed. 
Continued  improvements  should  be  expected  of  the  IRS  but  break- 
through results  can  only  come  from  fully  implementing  our  tax  sys- 
tems modernization  plans.  That  concludes  my  statement. 

[The  prepared  statement  follows:] 


QQ_/1QQ     r\     _     QC.     _     O 
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STATEMENT  OF 

BOB  WENZEL, 

CHIEF,  STRATEGIC  PLANNING  AND  COMMUNICATIONS 

INTERNAL  REVENUE  SERVICE 

BEFORE  THE 

SUBCOMMITTEE  ON  OVERSIGHT 

HOUSE  COMMITTEE  ON  WAYS  AND  MEANS 

DECEMBER  9,  1994 

Mr.  Chairman  and  Members  of  the  Subcommittee: 

Thank  you  for  inviting  me  here  today.   My  name  is  Bob 
Wenzel .   I  am  Chief  Strategic  Planning  and  Communications  at  the 
IRS.   Along  with  my  responsibility  to  supply  taxpayers  with  the 
information  needed  to  comply  with  the  tax  laws,  Commissioner 
Richardson  has  charged  my  office  with  developing  better  measures 
of  taxpayer  burden  and  coordinating  efforts  to  reduce  that 
burden.   I  welcome  the  opportunity  to  be  here  in  Elmira  and  to 
share  with  you  some  of  IRS's  efforts  to  control  and  reduce  the 
compliance  costs  and  burden  imposed  by  Federal  tax  laws  on 
individuals  and  businesses.   With  me  today  is  Lee  Monks,  the 
Taxpayer  Ombudsman,  who  will  speak  to  you  about  burden  reduction 
from  his  perspective  as  advocate  for  the  taxpayers. 

IRS  IS  COMMITTED  TO  REDUCING  BURDEN 

The  public's  willingness  to  meet  its  tax  responsibilities  is 
the  foundation  of  the  American  tax  system,  but  when  the  burden  of 
compliance  becomes  too  great,  the  willingness  to  comply  becomes 
strained. 

At  the  outset,  our  definition  of  burden  stemmed  from  our 
efforts  to  comply  with  the  Paperwork  Reduction  Act  of  1980. 
However,  we  have  also  identified,  through  feedback  from 
individuals,  businesses  and  tax  pi'actitioners ,  what  they  perceive 
as  "burden".   Our  current  definition  of  burden,  the  time , 
expense,  and  dissatisfaction  experienced  by  taxpayers  in  meeting 
their  tax  obligations,  reflects  those  perceptions.   We  recognize 
our  agency  plays  a  key  role  in  reducing  burden,  as  well  as  in 
ensuring  that  taxpayers  have  the  means  to  fulfill  their 
responsibilities . 

Some  burden  originates  directly  in  the  tax  code.   As  an 
example  of  how  much  longer  and  more  complex  the  Code  has  become 
over  the  years,  the  1939  Code  was  504  pages  long,  the  1954  Code 
was  929  pages,  compared  to  the  current  Code  of  over  2700  pages. 

One  IRS  role  is  to  advise  Treasury  and  Congress  of  the 
potential  burden  of  proposed  legislation  and  recommend  ways  to 
accomplish  the  legislative  intent  while  minimizing  burden.   In 
addition  to  commenting  on  proposed  legislation,  we  propose 
changes  to  the  existing  Code  to  Treasury,  based  on  our  work  with 
taxpayers.   We  also  propose  statutory  changes  when  we  find 
existing  provisions  are  outdated,  unnecessary,  or  duplicate  other 
requirements . 

The  IRS  is  committed  to  burden  reduction.   This  commitment 
is  evidenced  in  our  Business  Master  Plan  which  makes  maximizing 
customer  satisfaction  and  reducing  burden  one  of  our  three  major 
objectives  for  reducing  burden  for  Fiscal  Year  2001  with 
incremental  performance  goals  planned  in  the  interim. 

My  statement  will  provide  background  and  a  report  on  the 
IRS's  progress  in  defining,  measuring  and  reducing  taxpayer 
burden.   In  performing  its  mission,  we  deal  with  taxpayers  who 
voluntarily  comply  with  their  filing  and  payment  obligations, 
those  who  would  like  to  comply  but  need  assistance  to  accommodate 
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difficult  personal  situations,  and  those  who  intentionally  are 
noncompliant .   We  must  reduce  the  burden  on  the  voluntarily 
compliant  and  those  taxpayers  who  would  like  to  comply,  and 
ensure  that  necessary  enforcement  actions  are  taken  to  stop  those 
who  deliberately  try  to  circumvent  tax  laws. 

THE  DEFINITION  OF  TAXPAYER  BURDEN  MUST  EVOLVE  TO  MEET  TODAY'S 
CONDITIONS 

The  way  we  measure  burden  --  and  the  definition  of  burden 
itself  --  has  changed  over  the  years.   The  Paperwork  Reduction 
Act  of  1980  defined  burden  as  "time,  effort  or  financial 
resources  expended  by  persons  to  provide  information  to  a  federal 
agency".   However,  over  the  past  few  years,  we  have  expanded  the 
definition  of  burden  to  cover  three  major  stages  of  activity  in 
which  the  public  generally  encounters  the  IRS:   pre-filing, 
filing  and  post-filing. 

Pre-filing  burden  includes  gathering  and  maintaining 
records,  which  taxpayers  have  consistently  identified  as  a  major 
burden  in  surveys.   Pre-filing  burden  also  includes  taxpayers' 
research  of  how  the  law  and  IRS  procedures  affect  their 
individual  situations.   Our  burden  reduction  efforts  in  pre- 
filing  include  our  taxpayer  information,  assistance  and  education 
programs . 

Filing  burden  includes  preparation  and  transmission  of  the 
tax  return  to  the  IRS.   Our  filing  burden  reduction  efforts  focus 
on  simplifying  the  forms  and  instructions  and  providing  a  choice 
of  filing  methods. 

Post-filing  burden  involves  interactions  between  taxpayers 
and  the  IRS  to  resolve  account-related  problems  and  to  resolve 
enforcement  issues,  examinations  of  returns  and  collection  of 
balances  due.   Our  post-filing  burden  reduction  efforts  are 
designed  to  provide  one-stop  service  for  account-related  taxpayer 
inquiries  and  to  initiate  and  complete  enforcement  actions 
sooner. 

IRS  IS  MEASURING  BURDEN  REDUCTION 

The  IRS  has  developed  a  variety  of  techniques  to  measure  the 
components  of  burden  as  we  now  define  it  --  time,  monetary  cost 
and  dissatisfaction.   A  summary  of  these  techniques  is  attached 
as  Appendix  I . 

By  September  1995,  the  IRS  will  develop  a  system  to  measure 
the  overall  burden  of  complying  with  tax  laws  and  establish  a 
baseline  from  which  to  measure  improvement.   We  are  selecting  an 
outside  contractor  to  assist  us  in  developing  this  measurement 
system,  which  will  be  used  to  better  define  burden  reduction 
performance  goals. 

I  will  talk  about  our  burden  reduction  efforts  from  our 
customer's  (the  American  taxpayer)  point  of  view.   The  IRS  has 
also  identified  eight  areas  where  burden  reduction  is  needed: 

making  forms  and  instructions  more  readable, - 
making  records  gathering  less  burdensome; 

addressing  legislative  needs  and  initiating  tax  law  changes; 
examining  "balance  due  accounts"  as  a  barrier  to  compliance; 
improving  employees'  empathy  and  helpfulness  in  assisting  tax- 
payers ; 

exhibiting  IRS'  willingness  to  enforce  the  tax  laws; 
focusing  on  the  integrity  and  fairness  of  the  tax 
administration  system;  and 
accepting  accountability  for  information  provided. 

For  example,  surveys  and  focus  groups  revealed  that  many 
services  desired  by  taxpayers  are  already  offered  by  the  IRS  but 
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the  public  isn't  aware  of  them.   Having  developed  programs  to 
address  these  areas  of  improvement,  we  will  communicate  their 
availability  to  let  the  public  know  what  information  and 
assistance  is  available  from  IRS  to  help  them. 

IRS'S  PRE-FILING  PROGRAMS  TO  REDUCE  TAXPAYER  BURDEN 

•  Simpler  Laws 

As  I  mentioned  earlier  in  my  statement,  we  work  with 
Treasury  and  Congress  to  assess  potential  burden  of  proposed 
legislation  and  recommend  changes  which  make  compliance  easier. 
For  example,  we  advised  the  drafters  of  recently-enacted 
household  employers  provisions  how  to  craft  the  legislation  to 
make  reporting  and  paying  easier  for  employers.   Each  year,  we 
develop  legislative  proposals  which  address  issues  that  have 
surfaced  as  we  administer  the  Code  and  regulations.   For  example, 
this  year  we  have  developed  federal -state  cooperative  agreement 
proposals  which  will  help  us  work  more  closely  with  states  in 
joint  assistance,  filing  and  compliance  activities. 

We  have  explored  burden  issues  related  to  employment  tax 
provisions  in  meetings  with  representatives  from  large  companies 
and  have  recently  completed  focus  groups  with  small  business 
owners  who  have  fewer  than  20  employees.   We  will  analyze  these 
meetings  and  focus  groups  to  further  develop  proposals  for 
simplifying  federal  and  state  tax  wage  reporting  requirements. 

•  Simpler  Forms  and  Instructions 

Taxpayers  have  also  responded  to  our  surveys  by  telling  us 
our  forms  and  instructions  should  be  easier  to  read  and 
understand.   We  have  consistently  made  improvements  in  forms 
simplification.   Using  the  measure  of  average  time  taxpayers 
spend  researching  tax  laws  and  procedures,  gathering  records, 
completing  and  filing  returns,  we  have  been  able  to  track  changes 
in  total  forms-related  burden  for  individuals  and  businesses. 
Over  the  years,  we  have  developed  shorter  versions  of  major  tax 
forms  to  simplify  reporting  for  segments  of  the  individual  and 
business  populations. 

Several  years  ago,  we  created  Form  1040EZ.   For  Tax  Year 
1994  this  form  has  11  lines  compared  to  33  lines  on  the  Form 
1040A.   At  first,  the  Form  1040EZ  was  used  by  only  single 
taxpayers.   This  is  the  second  year  some  married  people  who  file 
joint  returns  will  be  able  to  use  it.   We  also  created  Form  2106- 
EZ  which  will  be  available  during  the  upcoming  filing  season  for 
employees  to  claim  business-related  expenses  such  as  automobile 
mileage.   Employees  using  this  form  will  have  12  fewer  lines  to 
complete.   We  estimate  3.4  million  taxpayers  will  be  able  to  use 
this  form  instead  of  Form  2106 . 

For  small  business  owners  who  are  sole  proprietors,  we 
developed  Schedule  C-EZ.   This  form  has  only  3'  lines  to  compute 
net  profit,  compared  to  36  lines  on  Schedule  C.   We  estimate  3 
million  taxpayers  can  use  it. 

We  have  made  changes  to  reporting  requirements  to  reduce  the 
burden  for  other  business  filers.   In  1989,  we  created  a  simpler 
version  of  Form  940,  Federal  Unemployment  Tax  Return  for 
employers.   More  than  two-thirds  of  all  Form  940  filers  qualify 
to  use  Form  940-EZ.   In  1994,  we  simplified  reporting  on  Form 
941,  Employer's  Tax  Return,  by  removing  non-payroll  reporting 
requirements  such  as  backup  withholding.   These  changes  reduced 
reporting  burden  for  6  million  Form  941  filers  and  saved  13 
million  hours  in  reporting  time. 

We  also  created  a  new  Form  945  for  filers  to  report  non- 
payroll  withholding,  for  items  not  reportable  by  all  employers. 
Form  1065,  used  to  report  partnership  income,  was  revised 
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significantly  for  1993.  We  changed  reporting  requirements  for 
balance  sheets  and  assets  to  reduce  reporting  burden  for  small 
farms  and  other  small  businesses,  an  estimated  800,000  taxpayers. 

In  addition  to  simplifying  individual  and  business  forms,  we 
have  developed  a  new  method  of  assessing  the  readability  of  our 
forms  instructions.   We  have  started  determining  what  educational 
level  a  taxpayer  needs  to  understand  our  instructions.   We  will 
use  this  information  to  change  forms  and  instructions  to  improve 
and  simplify  them.   Over  the  years,  we  have  made  improvements  in 
various  parts  of  the  1040  family  of  forms.   An  independent 
analysis  of  reading  ease  by  Cornell  University  found  that 
instructions  for  Forms  1040A  and  1040-EZ  are  easier  to  read  than 
the  average  newspaper.   Instructions  for  Form  1040  are  only 
slightly  more  difficult  than  newspapers,  but  easier  than  Time 
magazine . 

We  continue  to  improve  readability  on  business  tax  forms  by 
changing  type  size  and  layout;  relocating  worksheets,  tables, 
etc.  closer  to  text;  converting  text  into  easy-to-read  tables; 
and  cleaning  up  forms  to  make  them  look  less  busy  and  less 
intimidating.   We  expect  our  efforts  in  individual  and  business 
forms  to  increase  readability  and  decrease  required  reading 
levels . 

•   Information,  Assistance  and  Outreach  Programs  Answer 
Taxpayer  Questions  and  Make  Tax  Information  Accessible 

Even  before  an  individual  sits  down  at  the  kitchen  table  to 
prepare  a  tax  return  or  a  business  person  meets  with  a  tax 
practitioner  to  sign  a  prepared  return,  there  are  questions  they 
need  answered  to  make  filing  easier.   We  recognize  this  need  and 
provide  the  means  to  get  answers.   The  IRS  provides  information, 
assistance  and  outreach  through  a  variety  of  methods  which  are 
established,  monitored,  and  revised  as  we  receive  more 
information  from  our  customers.   We  provide  walk-in  service  at 
local  offices  and  toll-free  telephone  service  for  taxpayers  who 
prefer  this  method  of  contact.   We  provide  public  information 
through  our  print,  radio  and  television  programs.   We  work  with 
communities  to  provide  information  and  tax  education  for  lower 
income,  elderly,  non-English  speaking  and  physically  handicapped 
taxpayers  and  small  business  owners.   For  tax  practitioners,  we 
provide  access  to  information  about  our  electronic  filing  and 
information  reporting  systems  by  means  of  electronic  bulletin 
boards.   We  constantly  monitor  these  services  to  ensure  that  we 
are  meeting  taxpayers  needs  and  are  providing  quality  service. 

Telephone  Services  Provide  Answers  Conveniently  and  Quickly 

Just  as  in  private  industry  and  other  government  agencies, 
the  telephone  and  more  recently,  electronic  communications  --  the 
Information  Superhighway  --  are  the  most  efficient  ways  for  our 
customers  to  communicate  with  us.   In  FY  1994,  we  answered  over 
68  million  calls  from  our  toll-free  and  TeleTax  (automated  tax 
and  refund  information  system)  services.   We  are  continuously 
improving  these  services  by  expanding  after-hours  and  Saturday 
access;  using  voice  response  units  with  menus  to  provide 
customers  the  right  source  of  information;  and  improving  accuracy 
of  information  provided  by  our  assistors.   Surveys  show  our 
customers  prefer  this  method  of  contact  when  seeking  information 
and  we  promote  its  availability.   In  FY  1994,  the  IRS  used  7,765 
FTE's  with  a  budget  of  over  $300  million  to  provide  tax 
assistance  and  information. 

We  are  continuing  to  improve  taxpayer  access,  thereby 
reducing  "pre-filing  burden"  by  using  new  communications 
technology  to  provide  tax  information  over  the  telephone.   Our 
toll-free  automated  tax  information  system  (TeleTax)  is  available 
24  hours  a  day.   For  1995,  TeleTax  will  have  a  menu  of  148 
messages,  with  a  wide  range  of  subjects  involving  tax  law  and 
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procedures.  TeleTax  has  been  expanding  for  several  years,  and 
now  allows  customers  to  obtain  the  status  of  expected  refunds. 
This  feature  was  used  almost  29  million  times  in  FY  1994. 

We  are  also  expanding  use  of  voice  response  units  (menu 
options  for  the  type  of  assistance  needed)  and  interactive 
applications.   In  1995,  we  will  test  interactive  applications 
that  will  allow  our  customers  to  enter  into  installment 
agreements,  to  obtain  balance  due  and  filing  and  payment 
information  and  to  obtain  IRS  office  locations  over  the  phone. 
In  all  cases,  we  are  looking  for  applications  that  allow  more 
taxpayers  to  get  the  information  they  need  quickly,  accurately 
and  at  the  least  cost  for  the  taxpayer  and  the  government . 

Public  Information  Efforts  Provide  Educational  Opportunities 

Taxpayers  who  know  their  rights  and  responsibilities  meet 
their  tax  obligations  with  less  burden.   In  addition  to  the 
information  disseminated  by  our  telephone  services,  our  print  and 
electronic  media  programs  use  newspapers,  trade/professional 
magazines  and  newsletters,  television  and  radio  to  disseminate 
tax  information  important  to  the  general  population  and  to 
special  audiences. 

Our  public  service  announcements,  tax  supplements,  tax  clips 
and  TV  tax  clinics  give  customers  such  information  as  recent  tax 
law  changes,  tax  benefits,  common  errors  to  avoid  when  preparing 
returns,  and  how  to  obtain  assistance.   In  FY  1994,  over  10,000 
daily  and  weekly  newspapers  and  over  7,000  trade/professional 
magazines  received  tax  information  materials.   Televised  tax 
clinics  were  broadcast  on  National  networks,  including  Spanish 
and  African-American  stations. 

Electronic  Bulletin  Boards  and  CD-ROM  Provide  Tax  Information 

Electronic  bulletin  boards  reduce  taxpayer  burden  by 
providing  tax  information  in  new  ways.   Currently,  we  have 
bulletin  boards  for  electronic  return  preparers  and  transmitters 
and  for  information  return  filers.   Bulletin  boards  keep  users 
apprised  of  revised  filing/transmitting  requirements  and  problems 
with  our  electronic  filing  telecommunications  or  computer 
systems.   Last  year  we  used  the  electronic  filing  bulletin  board 
to  publicize  the  availability  of  Form  9465,  Request  for 
Installment  Agreement .   We  are  looking  for  other  ways  to  make  tax 
information  available  to  customers  via  the  Information 
Superhighway . 

In  February  1994,  we  provided  a  limited  number  of  our  tax 
practitioner  customers  for  the  first  time  with  a  CD-ROM  version 
of  tax  forms  as  a  research  tool.   The  CD  contained  over  500  of 
IRS's  1993  tax  forms  and  instructions,  as  well  as  250  forms  from 
1992.   The  CD  is  formatted  for  techniques  like  word  searching  and 
zooming-in  to  view  documents  at  enlargements  up  to  800  percent. 
It  also  prints  out  exact  IRS  form  images  on  demand,  eliminating 
the  need  to  order  forms  or  visit  an  IRS  office.   In  1995  we  are 
expanding  the  CD  format  to  include  IRS  tax  information 
publications,  some  3000  pages  of  topic-oriented  tax  information. 
This  initiative  will  help  practitioners  obtain  forms  and 
publications  more  quickly. 

IRS  Works  with  Educational  Institutions  and  Other  Civic  Groups  to 
Build  Knowledge  of  Tax  Responsibility 

Another  way  we  work  to  build  taxpayers'  knowledge  is  through 
outreach  programs  ranging  from  high  school  and  college  courses  to 
compliance  initiatives  designed  to  prevent  filing  of  inaccurate 
tax  returns.   In  addition  to  our  existing  high  school  and  college 
taxpayer  education  programs,  we  participated  in  a  project  headed 
by  the  Department  of  Labor  and  the  Center  for  Civic  Education  to 
establish  national  standards  in  civics  education  which  can  be 
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easily  adopted  by  schools  across  the  nation.   For  grades  5 
through  12,  the  standards  call  for  students  to  be  able  to 
evaluate  the  importance  of  commonly  held  civic  responsibilities, 
including  paying  taxes.   In  FY  1994,  115,700  educators  at 
secondary  schools  and  colleges  used  our  "Understanding  Taxes"  and 
small  business  tax  education  course  materials  to  heighten 
awareness  of  the  tax  system  and  taxpayers'  obligations  and 
rights . 

IRS  is  Taking  Steps  to  Address  Business  Burden 

Earlier  this  year  we  established  the  Small  Business  Affairs 
Office.   This  office  identifies  concerns  and  interests  of  the 
small  business  community  through  their  ongoing  contacts  with  the 
Small  Business  Administration,  other  federal  and  state  agencies, 
practitioners  and  taxpayers.   The  new  office  works  with  IRS 
functions  to  address  issues  arising  from  policies,  programs,  and 
procedures  affecting  small  business.  By  having  an  office  with 
this  kind  of  focus,  we  are  able  to  ensure  that  unnecessary  burden 
is  not  created  or  continued  for  this  segment  of  the  taxpaying 
population. 

One  major  accomplishment  of  this  new  office  is  its 
participation  in  the  report  of  the  Small  Business  Forum  on 
Regulatory  Reform.   Interagency  work  groups  obtained  comments 
from  small  business  owners  and  developed  recommendations  to 
address  universal  issues  which  cross  industry  and  agency  lines. 
The  recommendations  cover  five  general  areas:   regulatory 
development;  communications  and  technology;  compliance  and 
enforcement;  paperwork  reduction  and  streamlining;  and  state  and 
federal  coordination. 

Another  major  IRS  initiative  in  this  area  is  the  Simplified 
Tax  and  Wage  Reporting  System,  known  by  the  acronym  "STAWRS." 
STAWRS  is  an  intergovernmental  effort  which  includes 
unprecedented  levels  of  involvement  by  the  potential  users  of 
STAWRS  to  help  us  design  and  develop  a  system  that  will  best  meet 
their  needs.    Engaged  in  this  effort  at  the  federal  level  are 
Treasury  and  the  IRS,  the  Social  Security  Administration,  and  the 
Department  of  Labor.   At  the  state  level,  our  partnership 
includes  state  tax  and  unemployment  insurance  agencies,  as  well 
as  the  Federation  of  Tax  Administrators  and  the  Interstate 
Conference  of  Employment  Security  Agencies.   Our  partners  from 
the  private  sector  include  Tax  Executives  Institute,  the  American 
Payroll  Association,  and  the  National  Federation  of  Independent 
Businesses,  just  to  name  a  few. 

This  effort  began  in  the  early  1990s  at  the  recommendation 
of  the  business  community  --  members  of  the  IRS  Commissioner's 
Advisory  Group.   It  began  as  a  simple  concept  involving  the  Form 
W-2s,  whereby  employers  would  report  wage  information  to  one 
STAWRS  entity,  which  would  redistribute  the  information  to  the 
federal  and  state  agencies  that  use  W-2  information.   The  scope 
has  been  expanded,  however,  and  the  efforts  now  include  all 
federal  and  state  employment  tax  and  wage  information,  as  well  as 
unemployment  insurance  contributions. 

While  full  implementation  of  STAWRS  is  still  several  years 
away,  progress  is  already  being  made  into  some  of  the  more  basic 
system  features.   This  year,  for  example,  we  began  a 
demonstration  project  involving  paper  W-2s.   In  a  cooperative 
effort  among  the  Internal  Revenue  Service,  the  Social  Security 
Administration,  and  the  Federation  of  Tax  Administrators,  the 
Social  Security  Administration  has  extracted  state  wage 
information  from  scannable  paper  W-2s  submitted  from  12  states 
and  passed  this  information  to  the  IRS  for  redistribution  to  the 
states  on  magnetic  media.   If  successful,  this  approach  will 
eliminate  the  need  to  send  paper  W-2s  to  the  states.   Next  year, 
all  states  are  invited  to  participate  in  this  demonstration 
project,  and  we  have  already  enrolled  28  of  them. 
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IRS  Provides  Plain  Language  Guides  to  Taxpayers  to  Help  Them 
Understand  the  Tax  Law  and  Regulations 

Our  customers  use  a  variety  of  tax  information  publications 
as  reference  material  for  their  individual  and  business  tax 
requirements.   We  have  over  100  publications  available  free  of 
charge  from  our  toll-free  forms/publications  distribution 
centers.   Examples  of  "specialized"  publications  are  the  guides 
for  the  Federal  Highway  Use  Tax  on  Heavy  Vehicles  and  Fuel  Tax 
Credits  and  Refunds. 

I  have  brought  with  me  a  reference  set  of  our  current  forms 
and  publications.   An  updated  version  of  this  material  will  short 
ly  be  made  available  to  practitioners,  libraries  and  other 
institutions  to  whom  taxpayers  turn  for  tax  assistance. 

IRS'S  FILING  PROGRAMS  TO  REDUCE  BURDEN 

•   Technology  Can  Lead  to  Simpler  Forms  and  Alternative  Filing 
Methods 

Until  fairly  recently,  electronically  processed  forms  had  to 
be  designed  for  the  convenience  of  the  machine.   We  can  now, 
however,  take  advantage  of  new  technologies,  such  as  imaging,  to 
more  quickly  and  accurately  process  return  information.   Thus,  we 
are  redesigning  our  forms  to  be  simpler  to  the  taxpayer,  not  just 
the  computer.   Even  as  we  are  reformatting  our  forms,  we  are 
continuing  to  identify  ways  to  reduce  the  burden  attributable  to 
forms  and  their  instructions.   In  this  effort,  we  are  getting 
assistance  from  outside  contractors  to  redesign  and  test  certain 
individual  income  tax  forms . 

IRS  Provides  Direct  Filing  Assistance 

As  customers  often  want  direct  help  in  actually  completing 
returns,  we  provide  several  programs  to  meet  that  need.   Two  of 
our  most  successful  programs  depend  on  volunteers.   These 
volunteers  get  training  in  return  preparation,  set  up  filing 
assistance  sites  in  their  neighborhoods,  and  help  low-income, 
non-English  speaking,  elderly  and  physically  impaired  taxpayers. 
The  Volunteer  Income  Tax  Assistance  (VITA)  and  Tax  Counseling  for 
the  Elderly  (TCE)  programs  provided  assistance  to  almost  3.2 
million  taxpayers  in  FY  1994. 

In  addition  to  these  programs,  during  the  1994  filing  season 
the  IRS  provided  electronic  return  preparation  in  over  40  walk-in 
IRS  offices,  particularly  for  low-income  taxpayers  eligible  for 
the  Earned  Income  Tax  Credit .   We  offered  electronic  return 
preparation  at  70  volunteer  assistance  sites  around  the  country. 
The  electronic  returns  program  is  continuously  being  enhanced  to 
allow  as  many  taxpayers  as  possible  to  use  this  method  of  filing. 
The  error  rate  on  electronic  returns  is  less  than  one-half  of  one 
percent,  compared  to  paper  return  error  rates  as  high  as  ten 
percent  for  returns  prepared  by  taxpayers  and  five  percent  for 
professionally  prepared  returns.   Electronic  filing  has  steadily 
increased  as  we  have  made  it  easier  for  taxpayers  and  tax 
practitioners  to  use. 

Not  only  do  we  use  electronic  media  for  returns,  we  also 
have  provisions  for  business  taxpayers  to  make  payments 
electronically.   In  1994,  over  13,000  businesses  made  more  than 
$6.2  billion  in  Federal  Tax  Deposits  via  electronic  funds 
transfer.   We  will  be  working  with  more  businesses  in  1995  as 
they  make  electronic  deposits  required  by  NAFTA.   We  will  also 
encourage  other  businesses  to  use  this  method,  even  before  the 
law  requires  them  to. 

Many  of  the  burden  reduction  initiatives  described  above  -- 
electronic  filing,  telephone  assistance  workload  balancing, 
electronic  deposits,  filing  by  telephone  and  improved  on-line 
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access  by  tax  assistors  to  tax  account  information  --  have  all 
been  possible  because  of  investments  made  so  far  in  Tax  Systems 
Modernization. 

TAX  SYSTEMS  MODERNIZATION  WILL  REVOLUTIONIZE  POST-FILING  PROGRAMS 

While  much  more  can  be  done,  we  have  accomplished  quite  a 
lot  to  reduce  burden  in  the  pre-filing  and  filing  stages  of 
taxpayer  interaction  with  the  IRS.   Progress  in  the  last  stage  -- 
post -filing  contacts  --  depends  on  our  ability  to  implement  the 
planned  capabilities  of  Tax  Systems  Modernization.  Our  Tax 
Systems  Modernization  efforts,  thus  far,  allow  us  to  resolve  more 
taxpayer  inquiries  involving  bills,  notices  and  refunds.   These 
improvements  come  both  from  improved  procedures  and  improved 
availability  of  account  information  to  our  assistors.   However, 
Tax  Systems  Modernization  will  produce  major  breakthroughs  in 
meeting  the  private  sector  standard  for  resolving  account  issues 
--  rapid  resolution  of  account  matters  over  the  telephone  in  a 
single  contact.   The  limitations  of  our  current  systems,  designed 
in  the  1960 's  and  1970' s,  simply  do  not  allow  us  to  manage  and 
access  taxpayer  data  quickly  enough.   This  pushes  account 
resolution  into  correspondence  that  often  takes  weeks  and 
sometimes  months  to  conclude. 

We  are  taking  steps  to  alleviate  these  types  of  problems 
procedurally.   For  example,  in  the  past,  taxpayers  who  needed  to 
make  adjustments  to  information  provided  on  previously-filed 
returns  had  two  basic  options:   file  an  amended  return  or  write  a 
letter  explaining  why  previously  reported  information  needed  to 
be  changed.   Taxpayers  now  have  another  option:  adjust  their 
accounts  without  submitting  documentation  as  proof  of  the  change 
being  requested.   The  request  is  taken  by  our  assistors  over  the 
telephone  or  orally  in  our  walk-in  offices.   We  now  accept  oral 
statements  for  such  transactions  as  abatement  of  tax  by 
challenging  math  errors  (up  to  $1,000);  undelivered  refund 
releases;  name  and  address  changes;  installment  agreements;  and 
interest  and  penalty  abatements  due  to  IRS  error. 

We  have  developed  a  single  handbook  for  administering 
penalties  for  all  IRS  employees.   This  new  handbook  will  make 
research  quicker,  reduce  time  to  respond  to  taxpayers,  cut  down 
referrals  to  other  functions,  and  ensure  consistent  treatment  of 
similarly  situated  taxpayers.   We  are  getting  more  information 
about  how  penalties  are  waived,  assessed,  and  abated  to  evaluate 
the  effectiveness  of  penalties  as  a  compliance  tool.   With  this 
information,  we  can  develop  legislative  proposals,  target 
educational  efforts,  eliminate  unnecessary,  ineffective  penalties 
and  eliminate  taxpayers'  frustrations. 

•   FedState  Cooperative  Efforts  to  Reduce  Burden 

In  addition  to  systemic  and  procedural  changes,  we  are 
involved  in  FedState  programs  designed  to  reduce  taxpayer  burden 
relating  to  compliance  checks  by  government  entities.   We  have 
over  600  joint  IRS-State  initiatives  underway  across  the  country. 
For  example,  in  Ohio,  we  already  include  an  amended  state  return 
in  all  manually  processed  notices  of  deficiency  to  taxpayers.   In 
Minnesota,  an  amended  return  package  is  sent  with  examination 
closing  letters  to  help  taxpayers  file  any  necessary  state 
returns  based  on  IRS  adjustments.   Working  with  the  Federal 
Highway  Administration,  the  IRS  and  various  state  governments  are 
developing  procedures  for  motor  fuels  examinations.   Rather  than 
being  subjected  to  multiple  examinations  by  both  levels  of 
government,  taxpayers  will  only  be  required  to  deal  with  one 
examination.   Twelve  IRS  districts  have  agreements  in  place  or 
proposed  for  joint  installment  agreements  with  state  taxing 
agencies.   Our  continued  efforts  in  this  area  should  continue  to 
reduce  taxpayer  post -filing  burden. 
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•   Burden  Reduction  in  Compliance  Checks 

We  are  committed  to  reducing  the  burden  of  IRS  compliance 
checks  and  taxpayer-initiated  contacts.   We  want  to  help 
customers  close  the  books  as  soon  as  possible  after  returns  are 
filed.   The  procedural,  technological  and  organizational  changes 
we  have  already  started  will  enable  IRS  to  identify  and  resolve 
compliance  issues  sooner  and  more  efficiently.   For  example,  we 
have  implemented  a  new  automated  system  for  resolving  cases  of 
underreported  income.   The  Automated  Underreporter  System  (AUR) 
accelerates  case  processing  by  approximately  30  days  and  also 
improves  tax  examiners'  productivity. 

We  have  also  developed  what  we  call  the  Totally  Integrated 
Examination  System  (TIES)  to  help  resolve  compliance  issues  more 
quickly  in  examination  cases.   As  an  example,  TIES  lets  auditors 
make  complex  interest  calculations  in  the  office,  so  that 
taxpayers  who  agree  to  their  liability  can  pay  on  the  spot  rather 
than  wait  for  a  letter.   TIES  was  successfully  piloted  and  is 
being  expanded  in  1995.   When  Tax  Systems  Modernization  is  fully 
implemented,  we  will  have  an  Integrated  Case  Processing  System 
which  will  be  used  by  all  IRS  personnel.   Front-line  employees 
will  then  be  able  to  access  return  information  on-line;  resolve 
more  account-related  questions  while  taxpayers  are  on  the 
telephone;  make  adjustments  to  the  accounts  more  accurately;  and 
provide  taxpayers  with  accurate  calculations  of  adjustments  and 
balances  due  and  in  turn  reduce  the  burden. 

IRS  PLANS  FOR  BURDEN  REDUCTION  MEET  STATUTORY  MANDATES 

We  have  established  performance  goals  for  reducing  time  and 
expense  burden  and  increasing  customer  satisfaction  with  our 
products  and  services.   The  goal  for  FY  2001  is  to  reduce  time  by 
seven  percent  and  expense  by  three  percent.   We  have  also  set 
incremental,  annual  goals  for  FY  1995  through  FY  1997.   We  are 
developing  baseline  measures  of  expense,  the  percentage  of  our 
customers  satisfied  with  our  products  and  services  and  time 
burden . 

Twenty  nine  actions  are  currently  listed  in  the  Business 
Master  Plan  for  reducing  taxpayer  burden.   There  are  agency-wide 
actions  involving  simplified  forms,  improved  information, 
assistance  and  outreach/educational  programs,  reduced  time  for 
Examination  and  Collection  actions,  development  of  a  burden 
measurement  system  and  customer  satisfaction  surveys.   Each 
action  is  assigned  to  an  IRS  executive  with  a  target  completion 
date.   We  have  identified  performance  indicators  for  some  of  the 
actions,  so  that  we  can  monitor  our  progress  and  relate  results 
to  budget  needs. 

TAX  SYSTEMS  MODERNIZATION  DOES  REDUCE  BURDEN 

Throughout  my  statement,  I  have  talked  about  benefits  of  Tax 
Systems  Modernization  in  meeting  our  customers'  present  and 
future  needs.   Other  benefits  from  TSM  relate  to  our  ability  to 
protect  privacy  and  confidentiality  of  tax  information  in  our 
records.   With  help  from  several  oversight  organizations,  such  as 
Internal  Audit,  GAO,  the  National  Academy  of  Science  and  others, 
we  have  come  up  with  ways  to  meet  stringent  security  standards  in 
future  TSM  systems.   We  have  also  taken  steps  to  sustain  progress 
and  emphasize  security  in  our  present  IRS  computer  systems. 

Let  me  take  this  opportunity  to  tell  you  about  other  actions 
we  have  taken  to  streamline,  restructure  and  change  the  way  we  do 
business  at  the  IRS.   We  believe  these  changes  will  help  us  to 
improve  customer  satisfaction  and  reduce  burden  significantly. 

Our  District  Offices  in  the  future  will  reflect  a  more 
modern  and  streamlined  IRS  with  more  front-line  employees.   We 
are  consolidating  taxpayer  account  and  correspondence  services 
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currently  performed  at  many  locations  into  23  Customer  Service 
Centers.   Two  prototype  sites  are  experimenting  with  blending 
different  types  of  workload  and  employee  skills  to  resolve 
taxpayer  inquiries  during  the  first  contact.   Our  Helena,  Montana 
District  Office  is  exploring  combined  operations  for  Collection, 
Taxpayer  Service  and  Examination  to  improve  service  to 
practitioners  and  taxpayers.   Helena  has  been  selected  by  the 
National  Performance  Review  to  be  a  Reinventing  Government 
Laboratory.   We  will  monitor  results  of  all  these  initiatives  to 
assess  how  well  we  meet  taxpayers'  expectations  and  reduce  burden 
while  we  provide  assistance  and  perform  compliance  checks.   We 
are  giving  our  employees  tools,  through  Tax  Systems 
Modernization,  to  research  account  information  more  quickly,  make 
adjustments  to  accounts  without  having  taxpayers  write  to  us  to 
request  changes,  and  complete  compliance  checks  without  drawn-out 
contacts  and  correspondence. 

1995  FILING  SEASON  FOCUSES  ON  CUSTOMER  SERVICE 

In  1995,  we  will  continue  to  focus  on  better  customer 
service  in  our  effort  to  reach  performance  goals  of  reduced 
taxpayer  burden.   We  are  implementing  new  procedures  and  programs 
to  reduce  time  and  expense  taxpayers  expend  in  trying  to  meet 
their  tax  obligations.   Then  we  will  again  measure  satisfaction 
with  our  products  and  services  through  customer  satisfaction 
surveys  for  individuals  and  small  business  owners.   We  are 
publishing  Customer  Service  Standards  in  the  individual  income 
tax  packages  to  advise  our  customers  of  what  they  can  expect  in 
their  dealings  with  the  IRS. 

•  Telephone  Service 

We  plan  to  provide  telephone  assistance  to  70  million 
taxpayers  in  1995,  a  1.3  million  increase  over  1994.   We  are 
expanding  toll-free  service  availability  by  two  hours  per  day,  as 
well  as  providing  weekend  service  the  last  three  Saturdays  before 
April  15th.   Of  course,  our  automated  tax  and  refund  information 
system,  TeleTax,  will  be  available  24  hours  each  day.   Two  new 
messages  have  been  added  to  TeleTax  for  next  year  which  cover 
moving  expense  deductions  and  an  explanation  of  one  of  the  more 
widely  issued  notices  about  corrections  to  a  tax  return. 

We  will  be  upgrading  our  telephone  systems  in  seven 
additional  call  sites  to  allow  taxpayers  to  route  their  own  calls 
to  specially  trained  representatives  or  to  various  interactive 
systems.   Under  a  new  program,  taxpayers  will  be  able  to  obtain 
copies  of  blank  tax  forms  by  dialing-in  via  Internet  to  a 
government  bulletin  board.   They  will  be  able  to  use  their 
computer  to  print  out  forms  which  they  can  complete  and  file. 
Access  to  the  toll-free  system  will  continually  be  improved  by 
using  our  Customer  Service  Network  procedures  to  transfer  calls 
to  other  answering  sites  to  balance  workload  and  handle  emergency 
situations . 

•  Reduce  Unnecessary  Filers  Program 

In  January  1995,  we  will  send  notices  to  557,000  taxpayers 
who,  according  to  our  records,  had  no  requirement  to  file  a 
return  in  1994  but  did  so  unnecessarily.   Based  on  our  prior 
experience  with  this  type  of  notification,  we  expect  just  over 
one-half  of  these  taxpayers  will  not  file  returns  in  1995.   Since 
we  began  this  program,  1.1  million  taxpayers  have  stopped  filing 
unnecessary  returns . 

•  Alternative  Filing  Methods 

Alternative  filing  methods  will  be  available  to  ease  filing 
burden  and  ensure  correct  entries  on  returns.   We  have  continued 
to  promote  use  of  electronic  filing  with  various  methods  suited 
to  different  taxpayer  needs.  We  expect  to  receive  and  process  20 
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million  returns  this  way  in  1995,  including  17.2  million 
individual  returns  and  2.8  million  business  returns.   Joint 
Federal/State  electronic  filing  has  been  expanded  from  23  to  30 
states.   Taxpayers  also  will  be  able  to  use  the  telephone  to  file 
Forms  1040EZ  in  three  additional  districts,  increasing 
availability  to  all  or  part  of  ten  states.   Last  year,  we 
received  500,000  returns  via  this  method.   Our  goal  is  to  receive 
200,000  additional  returns  in  1995.   We  are  continuing  for  the 
second  year  our  home  filing  test  where  taxpayers  use  on-line 
computer  services  to  file  their  returns.   Taxpayers  will  also  be 
able  to  obtain  IRS  forms,  publications  and  instructions  via  their 
home  computers  using  on-line  service  providers  such  as  CompuServe 
and  Genie.   The  1994  test  was  restricted  to  nine  states  but  will 
be  available  anywhere  in  the  country  in  1995.   We  expect  about 
30,000  filers  to  use  this  method. 

Electronic  preparation  and  filing,  which  was  offered  at  over 
40  of  our  offices  in  1994,  will  be  expanded  to  all  district 
headquarters  offices  and  some  large  offices  in  1995.   We  expect 
this  service  to  be  available  at  more  than  126  IRS  offices  next 
year.   In  addition,  we  plan  to  offer  electronic  filing  at  105 
VITA  and  TCE  sites,  35  more  than  in  1994.   Also,  IRS  will  provide 
software  packages  capable  of  producing  Form  1040PC,  the  answer 
sheet  return,  at  20  TCE  sites.   This  is  in  addition  to 
approximately  350  TCE  sites  where  software  developers  donated 
software . 

To  help  taxpayers  prepare  to  file  accurate  returns  which  we 
can  process  without  unnecessary  delays,  we  have  started 
contacting  taxpayers  with  whom  we  have  had  verification  problems 
in  the  past.   We  are  asking  these  taxpayers  to  resolve 
discrepancies  in  social  security  numbers.   We  advise  them  to 
contact  the  Social  Security  Administration  to  get  correct  numbers 
in  sufficient  time  to  file  their  returns,  especially  if  they 
expect  to  get  a  tax  refund  or  claim  a  refundable  credit.   In 
addition  to  contacting  them  by  letter,  we  are  using  billboards 
and  other  means  to  get  the  word  out  that  incorrect  social 
security  numbers  could  delay  a  refund. 

CONCLUSION 

Mr.  Chairman,  I  hope  that  my  testimony  has  provided  a 
comprehensive  overview  of  how  the  IRS  is  dealing  with  defining, 
measuring  and  actually  reducing  taxpayer  burden.   We  are 
committed  to  reducing  the  time,  expense  and  dissatisfaction 
taxpayers  experience  in  meeting  their  tax  obligations.   Some 
compliance  burden  associated  with  paying  taxes  is  inevitable,  but 
today's  burden  is  larger  than  it  needs  to  be.   We  are  working 
hard  to  reduce  it.   Continual  improvements  in  burden  reduction 
should  be  expected  of  the  IRS,  but  breakthrough  results  can  only 
come  from  fully  implementing  our  Tax  Systems  Modernization  Plans. 

Tax  Systems  Modernization  has  benefits  which  will  help 
increase  taxpayer  satisfaction  at  all  stages  of  interaction  with 
the  IRS:   pre-filing,  filing,  and  post-filing.   We  will  be  able 
to  provide  better  customer  service  by  expanding  taxpayer  access 
to  the  information  and  assistance  they  need  and  expect.   We  will 
have  standardized,  less  complicated  forms  and  instructions  and 
offer  filing  methods  which  give  taxpayers  options  that  make 
filing  easier.   And  finally,  we  will  be  able  to  provide  one-stop 
service  to  resolve  account-related  inquiries  quickly  and  to  the 
taxpayers'  satisfaction. 

We  will  continue  our  dialogue  with  taxpayers,  tax 
professionals,  business  groups,  state  and  federal  agencies  to 
ensure  their  burden  reduction  concerns  are  addressed.   Our 
partnership  efforts  in  assistance,  education  and  compliance 
checks  with  states  is  another  area  where  we  envision  major  burden 
reductions  for  individuals  and  businesses. 

I  will  be  happy  to  answer  any  questions  you  or  the  other 
Members  may  have  about  IRS  burden  reduction  activities. 
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APPENDIX  I 

MEASURING  BURDEN  REQUIRES  NEW  METHODOLOGIES 

We  use  different  techniques  to  measure  components  of  burden 
as  we  now  define  it  --  time,  monetary  cost  and  dissatisfaction. 

We  measure  time  burden  by  calculating  hours  needed  to 
research  tax  issues  and  maintain  tax  records,  complete  forms,  and 
transmit  returns  to  us  for  processing.   We  also  calculated  the 
amount  of  time  from  receipt  of  a  return  for  processing  and  from 
selection  of  a  return  for  examinations  to  the  final  resolution  of 
any  compliance  issues.   We  have  not  yet  developed  a  method  to 
calculate  monetary  costs.   Finally,  we  have  customer  satisfaction 
surveys,  focus  groups  and  point-of -contact  measures  to  provide 
feedback  on  how  well  we  are  meeting  taxpayers'  needs  and 
expectations . 

•  Forms -Related  Time  Burden 

To  implement  the  requirements  of  the  Paperwork  Reduction 
Act,  we  worked  with  Arthur  D.  Little,  Inc.  a  widely  renowned 
research  firm  that  works  with  public  and  private  organizations, 
to  compute  the  number  of  hours  expended  by  taxpayers  relating  to 
tax  forms,  recordkeeping,  public  use  forms  and  surveys.   The 
Little  methodology  used  information  from  two  national  surveys  and 
established  mathematical  equations  to  calculate  burden  on  tax 
forms  by  counting  line  use,  number  of  words  in  the  instructions 
and  the  number  of  hours  expended  for  required  recordkeeping. 
These  calculations  show  tax-related  reporting  requirements  have  a 
significant  impact.   As  an  example,  for  1993  the  number  of  hours 
of  burden  was  calculated  as  5.06  billion  hours,  the  equivalent  of 
2.5  million  people  working  full  time  for  one  year.   By 
comparison,  there  are  only  2.3  million  workers  in  the  entire 
Philadelphia  metropolitan  area. 

In  forms  instructions,  we  publish  the  estimated  average  time 
for  recordkeeping,  learning  about  the  law  or  the  form,  preparing 
the  form  and  copying  it,  assembling  and  sending  the  form  to  the 
IRS.   We  also  ask  taxpayers  to  comment  on  the  accuracy  of  the 
time  estimates  we  provide. 

When  we  reviewed  the  average  number  of  hours  of  forms- 
related  burden  attributable  to  major  individual  income  tax  forms, 
there  are  only  a  few  notable  changes  in  burden  for  the  most 
recent  three  taxable  years.   For  example,  we  estimated  the  time 
burden  for  a  Form  1040  increased  79  minutes  from  Tax  Year  1992  to 
Tax  Year  1994.   During  that  same  period,  we  estimated  the  time 
burden  for  a  Form  1040A,  a  shorter  return,  increased  10  minutes. 
The  changes  in  time  burden  for  our  forms  are  attributable  to: 
new  or  revised  reporting  requirements  from  statutory  provisions 
or  regulatory  requirements  and  procedural  changes.   Changes  in 
these  factors  can  either  increase  or  decrease  time  burden  for 
related  forms  and  instructions. 

•  Burden  of  Delay 

Another  approach  we  have  used  in  measuring  time  burden  is 
identifying  points  in  IRS  activities  where  delays  occur  and  the 
time  to  resolve  issues  and  conclude  the  taxpayer's  interaction 
with  us  on  a  particular  return  is  lengthened.   Not  only  do  these 
delays  cause  stress  for  the  taxpayer  but  the  longer  it  takes  to 
resolve  all  the  issues  and  determine  any  balance  due,  the  more 
interest  will  be  owed  by  the  taxpayer. 

We  used  a  sample  of  filed  returns  to  establish  baseline 
measures  for  the  number  of  weeks  elapsed  for  returns  to  complete 
the  steps  from  receipt  through  processing  through  compliance 
checks  (audits  and  inquiries  about  unreported  income) .   The 
results  of  this  study,  using  samples  of  returns  processed  in  1989 
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through  1991,  are  enlightening.   First  of  all,  the  time  elapsed 
from  receipt  of  a  return  through  initial  processing  decreased  for 
all  three  years  from  3.1  weeks  in  1989  to  2 . 6  weeks  in  1990  to 
2.5  weeks  in  1991  --a  19%  improvement.   Total  elapsed  time  the 
taxpayers'  returns  in  the  sample  were  "open"  and  potentially 
subject  to  examination  also  decreased  from  an  average  of  74.4 
weeks  in  1989  to  61.4  weeks  in  1990  to  52.2  weeks  in  1991  --  a 
30%  improvement. 

While  the  study  revealed  the  average  elapsed  time  spent  by 
returns  in  audit  and  unreported  income  activities  decreased 
during  this  period,  a  significant  portion  of  the  elapsed  time 
came  after  the  return  was  filed  and  before  it  was  selected  for 
review.   The  study  concluded  it  would  be  beneficial  to  reduce  the 
time  between  processing  steps,  thereby  shortening  wait  time. 
Also,  potential  gains  from  simultaneous  rather  than  sequential 
processing  and  compliance  checks  are  identified  for  more 
attention.   As  a  result,  we  are  exploring  technological  and 
procedural  changes  which  will  allow  us  to  contact  taxpayers  as 
soon  as  possible  after  a  return  is  filed  and  address  any  and  all 
compliance  issues  in  one  contact. 

Monetary  Cost  of  Compliance 

We  have  measured  the  expense  of  compliance,  but  not  to  the 
degree  we  have  measured  time.   The  factors  involved  in  measuring 
monetary  costs  of  compliance  have  not  been  completely  identified; 
some  of  them  are  readily  apparent,  others  are  hard  to  identify. 
For  example,  it  is  easy  to  estimate  the  cost  of  professional  tax 
assistance.   We  get  this  estimate  from  the  number  of  returns  we 
receive  which  have  paid  preparers  and  the  amount  charged  per  hour 
by  such  professionals.   It  would  be  much  harder  to  determine  the 
cost  per  hour  for  individuals  who  do  their  own  taxes.   What  is  a 
person's  own  time  worth?   Another  cost  that  is  easy  to  find  is 
the  amount  of  penalties  and  interest  we  charge  and  collect.   But 
it  would  be  much  harder  to  find  out  how  much  interest  taxpayers 
incur  from  lenders  when  they  borrow  money  to  pay  balances  due. 

In  the  business  area,  we  have  come  up  with  a  method  to 
estimate  employers'  monetary  costs  in  meeting  their  federal  and 
state  reporting  obligations.   We  contracted  with  MITRE 
Corporation  on  an  updated  calculation  to  convert  time  estimates 
to  expense  estimates.   We  arrived  at  an  estimate  of  $9  billion 
annually  for  pre-filing,  filing  and  post-filing  burden  for 
employers  for  all  their  wage  reporting  obligations,  both  federal 
and  state . 

We  Measure  Satisfaction/Dissatisfaction 

We  recognize  the  importance  of  obtaining  customer  feedback 
and  using  this  information  to  design  products  and  services  based  ' 
on  the  needs  of  our  customers,  as  well  as  the  needs  of  the 
Service.   One  of  our  three  objectives  is  to  "Maximize  Customer 
Satisfaction  and  Reduce  Burden".   This  objective  emphasizes  our 
recognition  of  the  value  and  importance  of  listening  to  our 
customers  and  incorporating  their  values  in  our  delivery  of 
products  and  services. 

•   Surveys 

Since  1988  we  have  conducted  numerous   nationwide  customer 
satisfaction  surveys.   The  surveys  gathered  information  about  the 
quality  of  service  taxpayers  received  from  IRS.   While  each 
survey  gathered  somewhat  different  information,  depending  upon 
the  specific  issues  involved,  all  of  them  focused  on  the  same 
essential  elements:   overall  customer  satisfaction;  access; 
accuracy;  communication;  fairness;  privacy;  issue  resolution; 
responsiveness;  knowledge/helpfulness  of  employees;  and 
suggestions  for  improvement. 
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In  1992,  we  began  conducting  an  annual  customer  satisfaction 
survey.   Its  purpose  is  to  determine  general  taxpayer  perceptions 
about  the  IRS  and  to  identify  general  areas  where  we  need  to 
improve.   The  1994  survey  is  nearing  completion,  along  with  a  new 
companion  survey  of  small  business  owners.   Recently  we  conducted 
surveys  to  evaluate  the  effectiveness  of  contacting  taxpayers  by 
phone  (i.e.  early  intervention)  instead  of  sending  a  third  notice 
of  delinquency.   We  are  testing  early  intervention  as  a  means  to 
resolve  delinquent  accounts  more  quickly.   Survey  results 
indicate  early  intervention  is  beneficial  to  taxpayers.   The 
telephone  call  prompts  them  to  resolve  their  tax  liabilities 
instead  of  procrastinating  and  incurring  additional  penalties  and 
interest . 

•  Focus  Groups 

Beyond  data  we  gathered  from  customer  satisfaction  surveys, 
we  have  obtained  product-specific  data  through  focus  groups. 
Since  1989,  IRS  moderators  have  conducted  over  200  focus  group 
interviews .   In  the  past  two  years  focus  groups  have  been  used  to 
support  the  following  key  matters: 

taxpayer  expectations  of  and  reactions  to  IRS  customer 
service; 

perceptions  about  alternative  methods  of  filing  (electronic 
filing  and  filing  by  telephone) ; 

opinions  about  new  IRS  business  techniques  (e.g.  notice 
clarity  initiatives  and  reducing  unnecessary  filing  of  certain 
tax  returns) ;  and 

reactions  to  menu  options  for  our  toll-free  telephone  service. 

We  have  used  focus  groups  to  identify  key  taxpayer  concerns 
about  electronic  filing  of  tax  returns,  such  as  cost  and  privacy 
of  data.   We  have  also  conducted  focus  groups  for  the  large  case 
audit  program  and  received  executive  level  representation  from 
major  companies  on  how  effective  the  program  is,  particularly  for 
customer  service  activities. 

At  present,  we  are  conducting  focus  groups  on  the  use  of 
machine  readable  tax  forms . 

•  Point  of  Contact  Information 

In  addition  to  annual  customer  satisfaction  surveys  and 
product-specific  focus  groups,  we  are  gathering  data  at  the  point 
of  contact.   The  object  of  this  effort  is  to  allow  the  IRS  to 
obtain  detailed  information  about  its  products  at  every  point  of 
contact  with  customers  in  delivery  of  that  product  or  service. 
Data  collected  will  be  used  in  redesigning  products  and  enhancing 
the  means  by  which  they  are  delivered.   Ten  IRS  offices  will 
participate  as  pilots  for  the  program.   Among  the  areas  being 
studied  are  Forms  940  (Federal  Unemployment  Tax  Return) ,  Form  941 
(Employers'  Tax  Return),  federal  tax  deposits  and  penalties, 
office  appointment  letters,  small  business  workshops,  installment 
agreements,  call-back  messaging,  tax  levies  and  offers-in- 
compromise . 

•  Meetings  with  Tax  Professional  Organizations 

The  Commissioner  meets  regularly  with  representatives  of 
major  professional  organizations  who  have  a  stake  in  improving 
the  tax  administration  system.   These  professional  organizations 
include  the  Tax  Executive  Institute,  the  American  Institute  of 
Certified  Public  Accountants,  the  American  Bar  Association,  the 
National  Association  of  Enrolled  Agents,  the  National  Association 
of  Tax  Administrators,  and  the  National  Association  of  Tax 
Practitioners.   We  also  have  quarterly  meetings  of  Commissioner's 
advisory  groups  which  consist  of  individuals  with  varied  business 
experience.   The  meetings  with  the  professional  organizations  and 
advisory  groups  provide  opportunities  to  share  information, 
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solicit  and  submit  proposals  for  administrative  changes,  and  to 
address  issues  around  how  we  administer  the  Code.   These  meetings 
provide  feedback  about  taxpayer  burden  and  specific  ways  it  can 
be  reduced. 

•  Measuring  the  Impact  of  Tax  Systems  Modernization 

In  1990,  IRS  contracted  with  MITRE  Corporation  to  develop  a 
model  which  captures  burden  reduction  benefits  of  Tax  Systems 
Modernization  (TSM) .   This  effort  assessed  the  benefits  of 
several  kinds  of  burden  reduction,  including  simplified  filing, 
reduced  improper  notices,  improved  clarity  in  notices,  improved 
accuracy  of  responses,  faster  response  time,  increased  calls 
answered  and  reduced  taxpayer  correspondence.   The  definition  of 
"burden"  for  this  effort  encompassed  record-keeping,  filing, 
preparing  correspondence  and  other  activities  and  contacts 
taxpayers  have  with  the  IRS.   The  estimate  of  burden  reduction 
from  TSM  benefits  was  1  billion  hours  per  year,  40  percent  from 
filing  activities  and  60  percent  from  post-filing  activities. 

The  MITRE  methodology  has  not  yet  been  approved  by  OMB  as  a 
formal  methodology  for  measuring  burden.   The  methodology  must 
also  be  updated  to  incorporate  factors  from  the  implementation  of 
other  TSM  projects.   A  measure  for  burden  reduction  attributable 
to  these  activities  will  be  further  developed  as  we  work  on  an 
overall  measure  of  burden  for  individuals  and  businesses  in  1995. 

All  the  efforts  are  designed  to  improve  IRS  products  and  the 
manner  in  which  they  are  delivered,  to  ensure  customers  have  the 
means  to  meet  their  obligations  with  the  least  amount  of  burden. 
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Chairman  Pickle.  I  have  a  lot  of  questions,  but  I  will  come  to 
them  later,  but  tell  me  why  does  the  tax  systems  modernization 
program  offer  the  solution  to  a  lot  of  your  problems?  Can  you  tell 
me  in  a  very  broad  explanation  how  TSM  is  going  to  help  solve  this 
problem? 

I  notice  you  are  going  to  consolidate  a  lot  of  your  offices  through- 
out the  United  States  into  23  customer  service  branches.  How 
many  do  you  have  now  and  why  is  TSM  going  to  be  a  partial  solu- 
tion? Can  you  just  verbally  tell  me  again  why  that  would  be? 

Mr.  Wenzel.  Right  now  the  consolidation  of  the  sites  that  are 
going  into  23 — we  have  55  sites  around  the  country.  The  23  consoli- 
dated sites  will  provide  us  the  opportunity  to  be  much  more  effi- 
cient and  therefore  have  better  trained  personnel  to  better  answer 
questions  coming  into  those  sites. 

TSM  is  absolutely  essential  to  us  because  we  have — we  are  work- 
ing with  systems  that  go  back  to  the  sixties  and  seventies  that  we 
refer  to  as  legacy  systems  that  are  just  about — they  are  maxed  out. 

Chairman  Pickle.  How  close  are  you  to  putting  into  effect  the 
TSM  system? 

Mr.  Wenzel.  We  have  started  that  journey. 

Chairman  Pickle.  Do  you  have  the  money? 

Mr.  Wenzel.  We  have  money,  but  we  certainly  could  use 

Chairman  Pickle.  You  have  what? 

Mr.  Wenzel.  We  have  some  money,  but  we  certainly  could  use 
a  lot  more. 

Chairman  Pickle.  I  am  asking  the  question  to  find  out,  do  you 
have  funds  available  or  budgeted  to  be  sure  that  the  program  goes 
into  effect  immediately  or  as  soon  as  possible? 

Mr.  Wenzel.  We  have  a  certain  amount  of  funds  that  have  been 
given  to  us  in  our  fiscal  year  1995  budget  that  are  dedicated  to 
helping  us  implement  our  TSM. 

Chairman  Pickle.  Well,  Mr.  Wenzel,  I  don't  question  the  accu- 
racy of  your  statement.  I  do  know  that  I  have  been  working  with 
IRS  and  each  year  you  do  better  and  you  make  an  improvement. 

Each  year  you  always  tell  me  you  are  going  to  do  something  that 
is  going  to  kind  of  simplify  the  whole  business,  and  that  never 
comes.  Now  TSM  is  going  to  be  the  whole  answer,  and  I  don't  un- 
derstand just  why  it  will  be,  but  we  will  be  studying  those  things 
and  looking  at  them  closer.  I  know  you  need  funds.  But  to  simply 
say  we  are  going  to  adopt  this  new  system  and  that  will  simplify 
everything  is  not  something  I  am  immediately  buying.  I  just  want- 
ed to  know  more  about  it  and  we  will  come  to  that  a  little  bit  later. 

Are  you  finished  now  with  your  statement? 

Mr.  Wenzel.  Yes. 

Chairman  Pickle.  We  will  go  ahead  to  the  next  witness  and  then 
to  the  panel  as  a  whole.  The  next  witness  is  Lee  Monks,  the  IRS 
ombudsman.  You  know,  we  are  trying  to  change  your  title,  Mr. 
Monks,  instead  of  using  the  term  ombudsman,  which  means  a  little 
of  everything,  I  think  it  should  be  the  taxpayers'  advocate.  We 
want  you  to  represent  the  taxpayers  and  not  just  the  IRS  or  other 
groups,  but  maybe  someday  we  can  get  those  names  changed.  Now, 
go  ahead,  Mr.  Monks. 
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STATEMENT  OF  LEE  R.  MONKS,  TAXPAYER  OMBUDSMAN, 
INTERNAL  REVENUE  SERVICE 

Mr.  Monks.  Mr.  Chairman  and  Congressman  Houghton,  I  am 
certainly  delighted  to  be  here  to  share  with  you  some  information 
about  the  taxpayer  ombudsman  program  and  the  problem  resolu- 
tion program  across  the  country.  I  do  want  to  express  my  apprecia- 
tion to  you,  Mr.  Pickle,  for  your  longtime  continuing  support  of  the 
IRS  in  our  TSM  budget  and  compliance  initiatives  and  also  in  sup- 
porting the  rights  of  taxpayers  through  your  Bill  of  Rights  efforts. 

I  have  submitted  a  copy  of  my  testimony  for  the  record  and  I 
have  also  brought  along  copies  of  publication  1546  which  basically 
explains  how  taxpayers  can  use  the  problem  resolution  program  of 
the  Internal  Revenue  Service  and  copies  are  available  for  anyone 
that  would  like  to  have  a  copy  of  the  document. 

The  role  of  problem  resolution  is  to  not  only  assist  taxpayers 
with  their  problems  when  our  systems  fail,  but  also  to  work  toward 
correcting  those  systems  deficiencies  to  prevent  future  occurrences 
of  the  same  problem,  thereby  reducing  taxpayer  burden.  We  also 
serve  as  an  advocate,  as  you  mentioned,  for  the  taxpayer  in  the  im- 
plementation of  new  IRS  policies  and  procedures. 

PRP  was  established  in  1977  when  the  IRS  decided  that  tax- 
payers needed  another  means  of  resolving  persistent  taxpayer  prob- 
lems. In  1979  it  was  decided  that  an  executive  was  needed  to  direct 
the  program  and  at  that  point  in  time  the  Office  of  the  Taxpayer 
Ombudsman  was  established  by  the  Commissioner  of  the  Internal 
Revenue  Service.  In  1988,  the  Taxpayer  Bill  of  Rights  extended  fur- 
ther authorities  to  the  taxpayer  ombudsman  through  establishment 
of  the  taxpayer  assistance  order  program  which  was  designed  to  as- 
sist taxpayers  in  cases  involving  significant  hardship. 

Organizationally,  the  taxpayer  ombudsman  reports  directly  to 
the  Commissioner  of  the  IRS  and  serves  as  her  adviser  on  matters 
affecting  taxpayers.  In  each  IRS  region,  district,  and  service  center, 
there  is  a  problem  resolution  officer  who  reports  directly  to  the 
head  of  the  office  and  receives  functional  direction  from  the  tax- 
payer ombudsman.  The  problem  resolution  officer  in  our  Buffalo 
district,  which  serves  your  congressional  district,  Mr.  Houghton,  is 
Bill  Worth. 

The  ombudsman's  authority  to  intervene  in  cases  is  primarily  as 
a  result  of  the  delegation  of  authority  from  the  Commissioner  of 
the  IRS  and  also  from  specific  statutory  authority  in  the  case  of  the 
taxpayer  assistance  order  program. 

As  I  mentioned,  the  primary  role  of  the  taxpayer  ombudsman 
and  problem  resolution  is  to  resolve  taxpayer  problems.  These 
problems  may  be  due  to  systemic  failures,  misunderstandings,  in- 
stances of  significant  hardship,  or  whatever.  Our  goal  in  these 
cases  is  to  assist  taxpayers  by  helping  them  cut  through  the  red- 
tape  and  the  burden  that  sometimes  exists  in  dealing  with  a  large 
bureaucracy. 

During  fiscal  year  1994,  for  example,  we  received  almost  420,000 
cases  in  problem  resolution.  Slightly  more  than  33,000  fell  under 
the  taxpayer  assistance  order  program,  or  involved  hardship.  Of 
the  cases  involving  significant  hardship,  we  were  able  to  provide 
some  form  of  assistance  in  approximately  77  percent  of  the  cases. 
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One  important  step  taken  this  year  to  ensure  that  all  cases  meet- 
ing problem  resolution  criteria  were  properly  identified  was  to  sim- 
plify the  criteria  for  which  cases  were  required  to  be  handled  in 
PRP  and  to  be  sure  that  all  frontline  IRS  employees  receive  train- 
ing on  the  importance  of  identifying  cases  that  met  this  criteria. 

Another  step  involved  an  increased  emphasis  on  early  identifica- 
tion of  problem  resolution  cases  in  our  service  centers.  As  a  result, 
PRP  receipts  increased  by  approximately  19  percent  this  year  and 
identification  rates  in  our  centers  were  improved  by  24  percent. 

Another  important  role  for  problem  resolution  is  the  identifica- 
tion and  correction  of  systemic  problems  contributing  to  taxpayer 
burden.  PRP  has  a  continuing  responsibility  to  identify  system  defi- 
ciencies creating  problems  for  taxpayers,  and  we  must  work  hand 
in  hand  with  operations  to  seek  solutions  which  will  serve  to  both 
reduce  burden  associated  in  dealing  with  the  IRS,  while  at  the 
same  time  improving  the  quality  of  our  services  to  our  customer, 
the  taxpayer — excuse  me,  the  taxpaying  public. 

To  facilitate  this  process,  I  had  previously  initiated  training  of  all 
field  officers  and  their  staff,  and  members  of  my  staff  as  well,  in 
process  analysis  skill,  and  then  I  am  asking  each  region  of  the  IRS 
to  identify  and  prioritize  systems  that  contribute  to  taxpayer  bur- 
den and  PRP  casework.  I  plan  to  work  with  other  headquarters  ex- 
ecutives in  identifying  task  teams  to  focus  on  specific  systems  for 
improvement. 

Let  me  briefly  touch  on  my  role  as  taxpayer  ombudsman  as  an 
advocate  for  the  taxpayers.  Part  of  my  duties  as  the  ombudsman 
include  preparation  of  a  report  to  the  Congress  on  the  most  signifi- 
cant problems  being  experienced  by  taxpayers  and  the  actions  the 
service  is  taking  to  deal  with  those  problems.  I  also  participate 
with  the  Assistant  Commissioner  for  Taxpayer  Service  in  the  prep- 
aration of  an  annual  report  to  the  Congress  on  the  quality  of  tax- 
payer services.  Areas  identified  in  those  reports  in  the  past  include 
issues  such  as  taxpayer  access  to  our  toll-free  system,  the  adminis- 
tration of  the  earned  income  credit,  and  the  complexity  and  clarity 
of  IRS  forms  and  publications,  among  others. 

In  my  report  I  also  provided  an  update  on  actions  taken  by  the 
Service  regarding  each  of  the  issues  identified.  A  copy  of  my  report 
has  also  been  included  for  your  review,  as  has  the  report  on  the 
quality  of  taxpayer  services.  But  I  would  like  to  just  briefly  high- 
light a  few  of  the  more  significant  actions  which  have  been  taken 
to  reduce  burden  and  improve  service  for  taxpayers. 

We  are  continuing  to  take  steps  to  reduce  the  number  of  unnec- 
essary filings,  primarily  for  lower  income  or  elderly  taxpayers.  This 
has  resulted  in  800,000  fewer  returns  required  to  be  filed  for  1993 
and  1.1  million  fewer  returns  for  1994,  the  creation  of  a  small  busi- 
ness liaison  to  listen  and  react  to  the  concerns  of  small  businesses. 
We  are  providing  more  alternatives  to  filing  the  standard  paper  re- 
turn. In  1994,  for  example,  over  16  million  taxpayers  filed  returns 
electronically  through  a  preparer  or  transmitters  or  by  telephone  or 
through  the  1040PC,  an  answer  sheet  format. 

IRS  is  expanding  accessibility  of  free  electronic  filing  at  our  of- 
fices to  provide  more  opportunity  for  lower  income  filers  to  take  ad- 
vantage of  this  service.  Plans  for  taxpayer  service  for  the  coming 
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filing  period  include  expanded  hours  of  service  to  allow  more  ac- 
cess, at  times  more  convenient  to  taxpayers. 

I  also  might  comment  on  my  office's  involvement  with  the  Tax- 
payer Bill  of  Rights  legislation.  We  participated  in  the  review  and 
in  the  development  of  the  original  Taxpayer  Bill  of  Rights  and  have 
provided  input  and  suggestions  for  improving  service  and  reducing 
burden  in  the  current  version  being  considered  by  the  Congress. 

To  close,  in  speaking  as  the  taxpayer  ombudsman  and  as  an  ad- 
vocate for  taxpayers,  I  would  like  to  make  some  additional  observa- 
tions on  taxpayer  burden.  I  need  to  stress  that  these  are  my  views 
and  do  not  necessarily  represent  the  position  of  the  Commissioner 
of  the  IRS,  the  Department  of  Treasury,  or  the  administration. 

I  believe  taxpayer  burden  has  three  components  or  elements. 
First,  there  is  burden  which  is  created  or  enacted  by  statute.  This 
is  an  area  that  both  the  executive  and  legislative  branches  of  the 
government  can  work  to  improve. 

Second,  there  is  burden  associated  with  the  way  that  that  statute 
is  administered.  This  is  heavily  within  the  realm  and  the  jurisdic- 
tion of  the  Internal  Revenue  Service.  And  third,  there  is  also  bur- 
den associated  with  the  way  taxpayers  may  elect  to  conduct  their 
tax  matters. 

I  would  like  to  propose  what  constitutes  a  truth  in  taxpayer  bur- 
den provision.  It  would  first  require  that  all  affected  parties,  the 
Congress,  GAO,  OMB,  the  Treasury,  and  the  IRS  reach  agreement 
on  a  single  definition  of  burden.  Significant  work  has  already  been 
completed  in  this  area. 

Second,  an  objective  measure  of  the  current  level  of  burden  im- 
posed on  taxpayers  should  be  made.  As  you  have  heard  Mr.  Wenzel 
say,  some  work  has  already  been  done  in  this  area  and  we  plan  to 
do  even  more.  With  this  information  in  hand,  the  Congress  would 
be  in  a  better  position  to  objectively  consider  the  burden  being 
placed  on  taxpayers  each  time  an  amendment  to  the  Internal  Reve- 
nue Code  is  proposed. 

I  appreciate  that  this  is  not  an  easy  task,  but  I  believe  as  an  ad- 
vocate for  taxpayers  that  it  would  introduce  a  useful  element  in  the 
consideration  of  future  tax  legislation.  It  would  also  help  achieve 
an  increased  appreciation  by  all  parties  of  the  burden  faced  by  tax- 
payers in  their  efforts  to  comply  with  their  tax  obligations.  My  of- 
fice, of  course,  is  ready  and  willing  to  assist  in  this  particular  ef- 
fort. 

In  problem  resolution,  we  are  committed  to  continually  looking 
for  areas  in  which  we  can  make  a  positive  contribution  toward  fur- 
ther reducing  taxpayer  burden.  We  also  invite  our  key  stakehold- 
ers, our  congressional  representatives,  and  the  practitioners  and 
business  communities,  as  well  as  other  government  agencies  who 
share  our  interest  in  reducing  taxpayer  burden,  to  join  in  the  effort 
to  make  our  tax  system  stronger,  more  effective,  and  less  burden- 
some to  those  it  affects  the  most,  the  American  public. 

I  thank  you  for  the  opportunity  to  appear  before  you  and  am 
willing  to  respond  at  this  time  to  any  questions  that  you  might 
have.  Thank  you. 

[The  prepared  statement  follows:] 


49 


STATEMENT  OF 

LEE  R.  MONKS 

TAXPAYER  OMBUDSMAN 

INTERNAL  REVENUE  SERVICE 

BEFORE  THE 

SUBCOMMITTEE  ON  OVERSIGHT 

HOUSE  COMMITTEE  ON  WAYS  AND  MEANS 

DECEMBER  9,  1994 

Mr.  Chairman  and  Members  of  the  Subcommittee: 

I  welcome  the  opportunity  to  join  Bob  Wenzel  here  today  in 
Elmira  and  to  share  with  you  some  information  about  the  role  of 
the  Taxpayer  Ombudsman  and  the  Problem  Resolution  Program  in 
serving  the  taxpayers  of  this  country.   Our  role  is  to  not  only 
assist  taxpayers  with  their  problems  when  our  systems  fail,  but 
also  to  understand  and  to  correct  those  systems  deficiencies  to 
prevent  future  occurrences  of  the  same  problems,  thereby  reducing 
unnecessary  taxpayer  burden.   We  also  serve  as  an  advocate  for 
the  taxpayer  in  the  implementation  of  new  IRS  policies  and 
procedures . 

Background  of  the  Problem  Resolution  Program  (PRP) 

PRP  was  established  in  1977  as  a  result  of  a  decision  made 
by  the  Internal  Revenue  Service  (IRS)  that  taxpayers  needed 
another  means  of  resolving  persistent  taxpayer  problems.   In 
1979,  it  was  decided  that  an  executive  was  needed  to  direct  the 
program,  and,  at  that  time  the  Office  of  the  Taxpayer  Ombudsman 
was  established  by  the  Commissioner  of  the  IRS.   In  1988,  the 
Taxpayer  Bill  of  Rights  extended  further  authority  to  the 
Taxpayer  Ombudsman  through  establishment  of  the  Taxpayer 
Assistance  Order  (TAO)  program  which  was  designed  to  assist 
taxpayers  in  cases  involving  significant  hardship. 

Organizational  Placement 

Organizationally,  the  Taxpayer  Ombudsman  reports  directly  to 
the  Commissioner  of  the  IRS  and  serves  as  her  advisor  on  matters 
affecting  taxpayers.   In  each  IRS  region,  district  and  service 
center,  there  is  a  Problem  Resolution  Officer  (PRO)  who  reports 
directly  to  the  head  of  the  office  and  who  receives  functional 
direction  from  the  Taxpayer  Ombudsman.   The  PRO  in  our  Buffalo 
District,  which  serves  your  Congressional  district  is  Bill  Wirth. 
The  Ombudsman's  authority  to  intervene  in  cases  is  primarily  as  a 
result  of  a  delegation  of  authority  from  the  Commissioner  of  IRS 
and  from  specific  statutory  authority  in  the  case  of  the  TAO 
program . 

Program  Responsibilities 

As  previously  mentioned,  a  primary  role  of  the  Taxpayer 
Ombudsman  and  PRP  is  to  resolve  taxpayer  problems .   These 
problems  may  be  due  to  systemic  failures,  misunderstandings, 
instances  of  significant  hardship,  etc.   Our  goal  on  these  cases 
is  to  assist  taxpayers  in  the  resolution  of  their  inquiry  by 
cutting  through  the  "red  tape"  and  burden  that  sometimes  exists 
in  dealing  with  a  large  bureaucracy.   During  FY  1994,  for 
example,  we  received  almost  420,000  cases  in  PRP,  of  which 
slightly  more  than  33,000  fell  under  the  TAO  program.   Of  the 
cases  involving  significant  hardship,  we  were  able  to  provide 
some  form  of  assistance  in  approximately  77  percent  of  the  cases. 
One  important  step  taken  this  year  to  ensure  that  all  cases 
meeting  PRP  criteria  were  properly  identified  and  routed  to  PRP 
was  to  simplify  the  criteria  for  which  cases  were  required  to  be 
handled  in  PRP  and  to  ensure  all  front-line  employees  received 
training  on  the  importance  of  identifying  PRP  cases.   Another 
step  involved  an  increased  emphasis  on  earlier  identification  of 
PRP  cases  at  our  service  centers.   As  a  result  PRP  receipts 
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increased  by  approximately  19  percent  this  year  and 
identification  rates  in  our  centers  were  improved  by  24  percent. 
Another  important  role  for  PRP  is  the  identification  and 
correction  of  systemic  problems  contributing  to  taxpayer  burden 
and  PRP  casework.   While  PRP  has  a  continuing  responsibility  to 
identify  systems  deficiencies  creating  problems  for  taxpayers,  we 
cannot  resolve  those  deficiencies  without  the  full  involvement  of 
the  operational  areas.   We  must  work  hand- in-hand  with  them  in 
seeking  solutions  which  will  serve  to  both  reduce  the  burden 
associated  in  dealing  with  the  IRS  while  at  the  same  time  improve 
the  quality  of  our  service  to  our  customers  -  the  taxpaying 
public.   To  facilitate  this  process,  I  had  previously  initiated 
training  of  all  field  PROs  and  members  of  my  staff  in  process 
analysis  skills  and  am  asking  each  region  of  IRS  to  identify  and 
prioritize  systems  contributing  to  taxpayer  burden  and/or  PRP 
case  work.   I  plan  to  work  with  other  headquarters  executives  in 
identifying  task  teams  to  focus  on  specific  systems  for 
improvement . 

Let  me  briefly  focus  on  the  role  of  the  Taxpayer  Ombudsman 
as  an  advocate  for  the  taxpayer.   Part  of  my  duties  as  the 
Taxpayer  Ombudsman  include  preparation  of  a  report  to  the 
Congress  on  the  most  significant  problems  being  experienced  by 
taxpayers  and  what  actions  the  Service  is  taking  to  deal  with 
those  problems.   I  also  participate,  with  the  Assistant 

lissioner  for  Taxpayer  Service,  in  the  preparation  of  an 
annual  report  to  the  Congress  on  the  quality  of  Taxpayer 
Services.   Areas  identified  in  those  reports  in  the  past  include 
such  issues  as  taxpayer  access  to  our  toll-free  system,  the 
administration  of  the  Earned  Income  Credit  (EIC)  and  the 
complexity  and  clarity  of  IRS  forms  and  publications,  among 
others.   In  my  report,  I  also  provided  an  update  on  actions  taken 
by  the  Service  regarding  each  of  the  issues.   While  a  copy  of  my 
report  has  been  included  for  your  review,  as  has  the  report  on 
the  quality  of  Taxpayer  Services,  I  would  also  like  to  briefly 
highlight  a  few  of  the  more  significant  actions  taken  which  have 
ved  to  reduce  burden  and  improve  service  for  taxpayers . 

-  We  are  continuing  to  take  steps  to  reduce  the  numbers  of 
unnecessary  filings,  primarily  for  lower  income  or  elderly 
taxpayers,  which  has  resulted  in  800,000  fewer  returns  required 
for  1993  and  1.1  million  for  1994. 

-  We  are  providing  more  alternatives  to  filing  the  standard 
paper  return.   In  1994,  for  example,  over  16  million  taxpayers 

1  returns  electronically  through  a  preparer  or  transmitter, 
.lephone  or  through  the  1040PC,  an  answer  sheet  format  which 

ali-ows  us  to  convert  the  data  entered  to  an  electronic  format. 

These  methods,  not  only  reduce  the  time  and  effort  required  to 

file  a  return,  but  also  substantially  improve  the  quality  of  the 

return  filed. 

rs  expanding  accessibility  of  free  electronic  filing 
at   our  offices  to  provide  more  opportunities  for  lower  income 
filers  to  take  advantage  of  this  service. 

Plans  for  Taxpayer  Service  for  the  coming  filing  period 
include  expanded  hours  of  service  to  allow  more  access  at  times 
more  convenient  to  taxpayers.   These  are  but  a  few  areas  in  which 
the  Service  has  taken  significant  steps  to  improve  service  and 
address  the  burden  faced  by  taxpayers  as  they  attempt  to  comply 
with  their  tax  filing  requirements.   Bob  Wenzel  has  covered  a 
number  of  other  specific  actions  initiated  by  the  IRS  to  assist 
taxpayers  and  improve  our  service . 

I  might  also  comment  on  my  office's  involvement  with 
Taxpayer  Bill  of  Rights  (TBOR)  legislation.   We  participated  in 
the  review  and  in  the  development  of  the  original  TBOR  and  have 
provided  input  and  suggestions  for  improving  service  and  reducing 
burden  in  the  current  version  being  considered  by  the  Congress. 
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Closing  Comments 

Speaking  as  the  Taxpayer  Ombudsman,  I  would  like  to  make 
some  additional  observations  on  taxpayer  burden.   I  need  to 
stress  that  these  are  my  views  and  do  not  necessarily  represent 
the  position  of  the  Commissioner  of  the  IRS,  the  Department  of 
Treasury  or  the  Administration.   I  believe  taxpayer  burden  has 
three  components  or  elements:  first,  there  is  burden  which  is 
created  or  enacted  by  statute  (this  is  an  area  that  both  the 
executive  and  legislative  branches  of  government  can  work  to 
improve) ;  second,  there  is  burden  associated  with  the  way  that 
statute  is  administered  (this  is  heavily  within  the  realm  of  the 
IRS) ;  and  third,  there  is  also  burden  associated  with  the  way 
taxpayers  elect  to  conduct  their  tax  matters  (this  is  an  area 
where  taxpayers  make  rational  economic  choices  to  perhaps,  accept 
or  endure  additional  burden  in  order  to  minimize  their  tax 
liability) . 

I  would  like  to  propose  what  constitutes  a  "truth  in 
taxpayer  burden"  provision.   It  would  first  require  that  all 
affected  parties,  i.e.,  the  Congress,  GAO,  OMB,  the  Treasury  and 
the  IRS,  reach  agreement  on  a  single  definition  of  burden.   Some 
work  has  already  been  completed  in  this  area.   Second,  an 
objective  measure  of  the  current  level  of  burden  imposed  on 
taxpayers  should  be  made.   Some  work  has  already  been  done  here 
too.   With  this  information,  the  Congress  would  be  in  a  position 
to  objectively  consider  the  burden  on  taxpayers  each  time  an 
amendment  to  the  Internal  Revenue  Code  is  proposed.   I  appreciate 
that  this  is  not  an  easy  task,  but  I  believe  as  an  advocate  for 
taxpayers,  that  it  would  introduce  a  useful  element  in  the 
consideration  of  future  administrative  actions  and  tax 
legislation  and  also  achieve  an  increased  appreciation  by  all 
parties  of  the  burden  faced  by  taxpayers  in  their  efforts  to 
comply  with  their  tax  obligations.   My  office  is  ready  to  assist 
on  this  task. 

In  PRP,  we  are  committed  to  continually  looking  for  areas  in 
which  we  can  make  a  positive  contribution  towards  further 
reducing  taxpayer  burden.   We  also  invite  our  key  stakeholders, 
our  Congressional  representatives  and  the  practitioner  community, 
as  well  as  other  government  agencies  who  share  our  interest  in 
reducing  taxpayer  burden,  to  join  in  the  effort  to  make  our  tax 
system  stronger,  more  effective  and  less  burdensome  to  those  it 
affects  the  most  -  the  American  public. 

I  thank  you  for  the  opportunity  to  appear  before  you  and  am 
willing  to  respond  to  any  questions. 
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Chairman  Pickle.  Well,  I  thank  you,  Mr.  Monks,  and  thank  each 
member  of  the  panel  for  your  testimony.  We  are  glad  to  have  it  on 
the  record  for  all  to  read  and  study,  and  that  includes  the  Congress 
and  the  public  and  businesses  and  individuals.  So  we  are  glad  to 
have  this  now  officially  on  the  record. 

I  am  going  to  start  my  questioning  first  with  Mr.  Monks  because 
you  just  finished.  I  will  speak  generally  to  you. 

The  taxpayer  ombudsman  was  created  by  the  Congress  for  the 
specific  purpose  of  trying  to  help  individuals  who  have  problems  to 
have  some  kind  of  resolution.  An  individual  who  complains  about 
mistreatment  or  lack  of  information  can  have  a  chance  to  appeal 
to  someone  in  the  government  to  finally  give  them  an  answer.  I  no- 
tice the  large  number  of  people  you  said  that  had  been  referred  to 
your  offices,  up  in  the  400,000  or  whatever  figure  it  was.  Although 
a  good  portion  of  that  was  through  the  PRP,  taxpayer  assistance 
program,  it  is  a  large  number. 

I  don't  know  exactly  how  those  complaints  come  to  you.  Many  of 
them  come  from  Members  of  Congress.  In  my  case,  I  am  on  the 
Ways  and  Means  Committee  and  I  represent  "taxpayers'  problems" 
more  perhaps  than  other  Members  of  Congress.  My  office  has  re- 
ferred some  cases  to  you,  but  nothing  that  would  represent  the  vol- 
ume you  are  talking  about. 

Where  do  you  get  your  complaints  when  the  case  has  been  re- 
ferred to  you,  the  IRS  offices,  or  how  do  you  get  that  many  people 
to  come  to  you? 

Mr.  Monks.  There  are  three  primary  methods  for — or  I  guess  lo- 
cations that  direct  problems  to  our  offices.  The  first  is  from  the  tax- 
payers themselves.  They  know  about  problem  resolution  and  if  they 
have  an  issue  that  doesn't  seem  to  be  able  to  be  resolved,  they 
come  to  us  direct. 

Others  come  from  the  tax  practitioner  community.  They  have 
gotten  very  used  to  problem  resolution.  They  like  the  service  that 
they  get  and  they  know  what  the  criteria  is,  and  when  it  meets  the 
criteria,  they  come  immediately  to  problem  resolution. 

And  the  third  area  is  that  we  expect  our  own  employees  to  look 
for  cases  that  meet  the  criteria  for  PRP  and  to  refer  those  directly 
to  the  problem  resolution  office. 

Chairman  Pickle.  Then  I  assume  that  the  big  bulk  of  your  refer- 
rals come  from  people  within  the  IRS  who  have  got  a  problem  they 
don't  want  to  answer  to,  they  can  just  send  them  over  to  you. 

Mr.  Monks.  Well,  we  ask  for  them  truly  to  try  to  resolve  the 
problem  themselves  if  they  can.  But  if  it  meets  criteria,  then  if  it 
is  a  complex  case  or  something  that  obviously  needs  the  attention 
of  PRP,  we  ask  them  to  send  it  directly  to 

Chairman  Pickle.  I  would  expect  them  to  refer  cases  to  you.  I 
am  just  interested  in  knowing  more  about  from  whom  you  get  the 
complaints.  I  don't  want  the  public  to  write  every  congressional  of- 
fice and  my  office  so  I  will  be  flooded  with  cases  that  I  can  send 
down  to  the  ombudsman.  I  am  not  trying  to  create  work  for  you, 
but  I  am  trying  to  find  out  how  does  the  public  know,  how  do  the 
people  across  the  United  States  find  out  if  they  have  got  a  problem, 
who  do  they  go  to  to  get  it  solved?  I  assume  they  go  someplace  to 
get  an  answer  and  your  office  is  supposed  to  answer  it. 
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Now,  I  notice  you  gave  me  some  specific  recommendations  here, 
one,  two,  three.  I  get  a  little  bogged  down  when  I  read  that  you 
are  going  to  get  in  quantitative  analysis.  Simplify  that  for  me  later, 
but  you  are  today  trying  to  make  some  recommendation,  but  each 
time  you  make  a  statement  today,  you  say:  I  want  to  give  my  indi- 
vidual views;  I  am  speaking  now  as  an  individual;  I  am  not  speak- 
ing for  IRS. 

Now,  I  am  not  asking  you  to  say  you  are  the  IRS,  of  course,  but 
at  the  same  time,  it  seems  to  me  that  the  ombudsman  is  never 
really  inside  the  circle  when  the  tax  laws  are  being  passed  or  being 
designed  and  eventually  put  into  law.  I  don't  know  why  the  om- 
budsman shouldn't  be,  and  would  make  a  specific  report  to  the 
Congress  and  to  the  IRS.  That  is  for  Congress  to  decide,  but  I  think 
you  ought  to  be  because  usually  when  we  get  ready  to  pass  a  new 
law  change,  the  people  who  are  in  the  circle  agreeing  on  the  change 
are  members  of  the  U.S.  Treasury  Department  and  not  the  Internal 
Revenue  Service.  The  IRS  really  just  inherits  the  law  once  it  has 
been  agreed  to  by  Treasury  and  Congress,  and  then  they  hand  it 
to  you.  But  you  are  never  inside  the  circle,  not  often,  perhaps  to 
ask  your  judgment. 

So  this  morning  I  suspect  again  that  you  are  saying,  I  am  speak- 
ing now  as  an  individual;  I  am  not  officially  saying  anything.  And 
you  don't  say  it  officially  because  you  are  never  part  of  the  action, 
or  very  seldom.  I  think  that  is  a  deficiency  because  it  seems  to  me 
that  we  ought  to  require  the  ombudsman  to  make  a  report  directly 
to  the  Congress  as  well  as  to  the  IRS. 

Now,  the  Internal  Revenue  Service  may  not  like  that.  Mr. 
Wenzel  may  say,  we  don't  want  you  to  get  into  our  business,  but 
I  think  it  is  the  Congress'  business  to  know  about  it,  and  I  hope 
we  can  bring  about  that  change.  But  it  concerns  me  because  you 
never  seem  to  be  in  the  circle  when  the  laws  are  made,  and  I  would 
hope  that  the  taxpayers'  advocate  helps  Congress  and  you  will 
make  a  specific  recommendation. 

The  same  is  true  of  GAO  this  morning.  GAO  tells  me  that  things 
should  be  considered,  but  I  don't  have  any  specific  recommendation 
from  the  General  Accounting  Office — changes  that  you  think  ought 
to  be  done.  You  do  say  to  me  as  a  Member  of  Congress  that  these 
problems — which  are  very  well  described  by  you — ought  to  be  care- 
fully considered  by  the  Congress.  Hey,  we  know  that.  That  is  not 
for  you  to  tell  me  that  again,  but  what  I  would  want  from  the  Gen- 
eral Accounting  Office  is  more  specifically  what  you  think  ought  to 
be  done. 

Now,  I  know  that  GAO  is  not  constituted  to  be  giving  us  specific 
recommendations  because  you  make  an  analysis.  But  a  statement, 
somewhere  in  between  an  analysis  and  a  suggestion  or  change  in 
procedure,  is  what  I  think  would  be  helpful  to  the  Congress.  Now, 
how  we  do  that  is  something  I  think  we  ought  to  work  toward,  and 
I  will  comment  on  that  later. 

Now,  I  have  a  lot  of  questions,  I  am  sure.  I  am  going  to  yield  to 
Mr.  Houghton  for  questions  he  would  want  to  proceed  with,  and  I 
will  yield  to  him  now,  to  you,  Mr.  Houghton. 

Mr.  Houghton.  OK  I  have  two  specific  areas  that  I  would  like 
to  get  into.  Let  me  start,  Ms.  Willis,  with  you.  Arthur  D.  Little,  the 
Congressional  Research  Service,  other  very  good  organizations,  IRS 
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and  GAO,  I  am  sure,  do  their  own  focus  groups.  There  is  no  exact 
way  really  to  pin  down  the  amount  of  money  involved  in  trying  to 
conform  to  the  tax  burden.  But  at  the  same  time,  I  think  we  must 
put  a  number  on  it. 

The  reason  we  must  put  a  number  on  it  is  because  we  have  to 
talk  about  the  importance  to  Congress  and  the  State  legislatures. 
You  said  yourself  that  there  is  a  bad  interplay  between  the  States 
and  the  Federal  Government,  inconsistent  reporting,  different 
means  of  calculation,  timely  regulations.  Those  are  fixable.  The 
question  is,  are  they  high  enough  up  on  the  priority  scale. 

So  I  can  say  in  the  Oversight  Subcommittee  or  I  can  take  back 
to  the  leadership  of  the  new  Congress  and  say,  we  ought  to  get  at 
that  because  it  is  a  good  idea.  They  would  say,  prove  it.  Why  is  it 
important?  We  have  got  10  items  in  our  contract.  We  have  got  six 
other  things  coming  along.  Why  is  this  important?  I  believe  it  is 
very  critical  that  somehow  an  arithmetic  number  be  put  on  this 
compliance  issue. 

Maybe  you  would  like  to  comment  on  that. 

Ms.  Willis.  Well,  my  comment  would  be  that  we  agree  with  you 
100  percent  that  the  problem  is  out  there  and  that  it  is  fixable. 
Having  a  number  would  certainly  help  provide  the  constituency  for 
reducing  burden  that  most  taxpayers  seem  to  feel  is  lacking  right 
now,  and  it  would  certainly  add  emphasis  to  the  costs  this  country 
endures  because  of  taxpayer  compliance  burden. 

Our  concerns  are  more  related  to  the  difficulties  that  we  are 
going  to  face  and  the  burden  such  an  estimate  in  and  of  itself 
would  impose  upon  businesses.  We  spoke  with  businesses  about 
this  specific  question  and  we  asked  them  how  would  you  do  this, 
and  we  did  not  get  optimistic  responses  from  most  of  them  that 
they  could.  That  doesn't  mean  that  they  couldn't.  Some  businesses 
told  us  that  they  could,  particularly  if  they  were  allowed  to  aggre- 
gate Federal,  State,  and  local  burden,  that  that  would  be  an  easier 
thing  for  them  to  do. 

Our  concerns  are  simply  with  the  methodologies  and  the  difficul- 
ties that  we  would  encounter  in  attempting  to  go  out  and  come  up 
with  a  precise  estimate  that  is  reliable,  even  at  the  point  in  time 
which  we  make  it,  or  anyone  makes  it. 

Mr.  Houghton.  Sure.  Well,  let  me  just  follow  up  with  a  state- 
ment that  there  are  other  people  that  are  going  to  testify  today 
that  the  total  regulatory  burden  exceeds  $500  billion  and  the  tax 
component  of  that  is  $125  billion.  That  is  a  lot  of  money. 

Ms.  Willis.  No  question  about  it. 

Mr.  Houghton.  It  seems  to  me  that  the  responsibility  of  your  or- 
ganization is  to  verify  that.  Is  it  right  or  is  it  wrong?  Is  it  in  the 
ballpark,  is  it  not  in  the  ballpark?  Because  testimonies  like  this  do 
no  good  unless  something  follows  on,  something  happens  because 
of  it.  So  I  would  advise  you  really  to  be  able  to  play  back  to  us 
some  sort  of  a  general  figure  so  tnat  we  can  get  some  proportion 
here. 

The  other  thing  I  would  like  to  do  is  to  talk  to  Mr.  Wenzel  and 
Mr.  Monks  for  just  a  minute.  I  respect  the  IRS,  as  I  respect  GAO. 
I  think  I  associate  myself  with  the  IRS  many  times  because  IRS 
and  Congress  are  both  pounded  on.  Any  time  there  is  a  problem, 
they  just  point  to  the  IRS  and  the  Congress  and  say,  fix  it,  do  it. 
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So  I  understand  what  you  are  doing  and  I  think  the  things  you  are 
doing  in  terms  of  your  ombudsman  practice  is  excellent.  I  think 
that  what  you  are  doing  in  terms  of  internally  reorganizing  and 
modernizing  is  important. 

However,  I  tell  you,  the  thing  that  bothers  me  is  the  problems 
don't  get  fixed.  I  think  you  are  aware  of  this.  A  complaint  comes 
in,  you  try  to  fix  it.  Or  a  system  is  out  of  date,  you  try  to  fix  it. 
So  we  do  onesies  and  twosies,  but  overall  there  is  this  terrible  over- 
hang of  compliance  cost  and  irritation  which  is  detracting  from  the 
main  business  of  building  jobs  out  here.  What  can  we  do  dif- 
ferently? What  can  you  do?  What  can  we  do?  Because  I  don't  think 
we  are  getting  at  it. 

Mr.  Monks.  I  think  one  of  the  things  we  can  do,  Mr.  Houghton, 
is  to  take  a  harder  look  at  how  we  operate.  I  think  the  process  of 
reinventing  government  is  something  that  is  going  to  help  us  be- 
cause I  think  we  need  to  look  more  at  our  internal  systems,  how 
we  operate,  and  put  the  responsibility  where  that  responsibility 
should  be  and  that  is  with  the  chiefs,  who  are  the  executive  com- 
mittee of  the  IRS  and  charge  them  with  the  responsibility  for  mak- 
ing improvements  within  their  own  operational  segments.  We  have 
started  an  effort  where  we  are  beginning  to  look  very  hard  at  our 
core  business  systems,  how  we  operate,  and  to  look  at 
reengineering  those  processes. 

This  is  something  that  I  think  has  built  up  over  a  long  period 
of  time.  It  is  going  to  take  us  awhile  to  get  there,  but  at  least  I 
think  we  are  moving  in  the  right  direction,  and  I  think  that  is  part 
of  the  process  that  it  is  going  to  take  for  us,  within  the  Service. 

Chairman  PlCKLE.  May  I  interrupt  you  Mr.  Houghton,  your  line 
of  questioning  here? 

Mr.  Houghton.  Yes. 

Chairman  Pickle.  Now,  Mr.  Monks,  we  have  asked  you  on  occa- 
sions how  we  can  improve  the  process,  change  the  laws,  make  it 
more  simple,  work  better,  and  you  have  in  one  or  two  instances 
given  us  some  recommendations.  I  understand  you  made  a  list  of 
suggested  changes.  I  asked  you  to  specifically  give  me  a  list  and 
you  gave  me  about  10  areas  of  improvement.  I  might  add  they  were 
very  general  and  they  weren't  very  earthshaking,  but  they  were  at 
least  some  specific  recommendations. 

What  happens  to  those  recommendations?  I  understand  they 
were  turned  over  to  the  IRS  and  to  Treasury,  but  between  IRS  and 
Treasury,  they  went  in  the  dead  letter  box.  They  were  never  acted 
on.  Ms.  Willis  stated  in  her  testimony  this  morning  and  in  the  pub- 
lications she  is  releasing  today  several  IRS  projects.  We  have  dis- 
cussed the  consequences  that  undelivered  mail  poses  for  IRS,  but 
thus  far  IRS  has  implemented  only  a  few  of  their  recommenda- 
tions. Apparently  IRS  is  not  listening,  Mr.  Wenzel,  and  we  don't 
get  responses,  and  when  GAO  makes  recommendations,  they  are 
put  in  a  dead  letter  box. 

Now,  that  ought  to  change.  Why  doesn't  the  Congress  know  spe- 
cifically what  recommendations  are  being  made  so  we  can  see 
whether  we  think  you  are  right  or  wrongf  What  happened  to  the 
recommendations  GAO  has  made  about  taxpayer  services  and 
other  changes? 

Do  you  know  Mr.  Wenzel? 


56 

Mr.  Wenzel.  Yes,  I  just  wanted  to  add  to  Mr.  Monks'  comments 
in  response  to  Mr.  Houghton's  question,  I  am  one  of  the  chiefs  that 
he  referred  to  in  the  sense  of  what  happens,  you  know,  as  you 
pointed  out 

Chairman  Pickle.  You  are  the  chief? 

Mr.  Wenzel.  One  of  the  chiefs.  The  onesies  or  twosies  that  you 
referred  to.  The  way  we  have  looked  at  it  in  the  Service  is  that  we 
have  to  take  a  different  approach,  just  like  the  private  sector  has 
taken  a  different  approach  in  reengineering  the  way  we  do  busi- 
ness. We  have  identified  our  systems.  Mr.  Monks  refers  to  it  as 
core  business  systems.  I  am  responsible  for  a  system  that  we  have 
referred  to  as  informing  and  educating. 

Since  I  have  responsibility  for  tax  forms  and  publications,  the 
communications  within  the  Service,  for  example,  and  other  chiefs 
have  the  same  responsibility,  these  recommendations  that  come 
from  the  taxpayer  ombudsman,  that  come  from  the  numerous  focus 
groups  that  we  have  every  year  where  we  go  out  and  interview  tax- 
payers, small  business  persons,  we  have — we  just  concluded  within 
the  last  month  a  series  of  regularly  scheduled  meetings  with  con- 
cerned stakeholders.  For  example,  the  Tax  Executives  Institute,  the 
American  Institute  of  Certified  Public  Accountants,  where  we  meet 
with  them  annually,  but  there  are  also  quarterly  meetings  with 
what  the  Commissioner  has  as  an  advisory  group. 

Those  recommendations,  when  we  can  do  something  immediately 
within  our  administrative  ability,  we  will  try  to  work  with  them. 
Many  of  the  recommendations  though,  as  you  point  out,  are  in  re- 
gards to  systems  that  are  outdated,  antiquated,  that  we  need  to 
completely  reengineer  the  way  we  do  business. 

Mr.  Houghton.  Can  I  just  interrupt  a  minute?  Just  to  put  a  fine 
point  on  it.  Here  is  something  Mr.  Monks  has  suggested:  a  tax- 
payer burden  provision.  It  makes  a  lot  of  sense  to  me.  You  know, 
maybe  there  are  45  other  things  that  make  more  sense,  but  here 
it  is,  right  today  on  paper,  it  makes  sense.  What  will  happen  with 
that? 

Mr.  Wenzel.  That  will  come  into — be  referred  by  Mr.  Monks  into 
the  appropriate  part  of  the  organization. 

Chairman  Pickle.  Yes,  but  will  it  ever  see  the  light  of  day  so  we 
in  the  Oversight  Subcommittee  will  see  what  has  happened  with 
that  suggestion? 

Mr.  Wenzel.  To  me  that  is  a  very  important  recommendation 
that  should  see  the  light  of  day  and  should  be  forwarded. 

Mr.  Houghton.  Because  we  don't  want  it  in  the  dead  letter  box. 

Chairman  Pickle.  I  am  going  to  conclude  by  saying,  of  course, 
when  you  go  to  make  changes  in  the  Tax  Code,  it  is  a  serious  mat- 
ter and  you  just  can't  get  a  recommendation  on  your  desk  and  look 
at  it  and  say  we  will  put  it  into  effect.  I  have  a  feeling  that  the 
IRS  can  make  a  lot  of  changes  in  the  Tax  Code  just  by  regulation 
and  making  changes  and  not  come  to  Congress  and  say  we  want 
to  pass  a  new  law. 

Now  you  see  the  answer  to  Mr.  Wenzel  is,  we  are  going  to  change 
all  these  things  by  the  taxpayers'  systems  modernization,  and  I 
don't  understand  yet  just  how  that  is  going  to  work  out,  and  I  hope 
it  does,  but  that  is  not  the  answer.  We  ought  to  have  a  closer  liai- 
son between  the  Congress,  the  IRS,  and  the  people  themselves. 
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Mr.  Houghton,  go  ahead. 

Mr.  Houghton.  No,  I  am  all  through.  Thank  you  very  much.  We 
thank  you  very  much. 

Chairman  Pickle.  Well,  before  this  panel  leaves  here,  I  want  to 
run  down  a  series  of  routine  kind  of  questions.  I  hope  you  can  give 
me  a  response  quickly  so  that  we  won't  belabor  the  points,  but  I 
want  to  get  into  some  of  these  questions,  so  whoever  is  appropriate 
to  answer,  try  to  help  us  do  that  as  we  move  along. 

First  question  is  for  the  GAO.  Are  the  burdens  imposed  as  a  re- 
sult of  the  Internal  Revenue  Code  attributable  more  to  the  com- 
plexity of  a  law  as  enacted  by  the  Congress  or  to  the  way  that  IRS 
administers  it?  Is  it  complexity  in  the  tax  law  or  is  it  the  way  the 
IRS  administers  it?  Which  one  is  it? 

Ms.  Willis.  Mr.  Chairman,  according  to  the  businesses  we  spoke 
with  and  the  tax  experts,  most  of  the  complexity  is  inherent  in  the 
code  itself  and  that  in  fact  while  IRS  does  have  administrative  bur- 
den that 

Chairman  PlCKLE.  One  of  the  biggest  problems  is  the  complexity 
you  are  saying? 

Ms.  Willis.  Is  the  complexity  of  the  code  itself  according  to  the 
businesses. 

Chairman  Pickle.  Are  there  areas  in  the  tax  laws  where  changes 
should  be  implemented  by  the  IRS  to  reduce  burdens  without  legis- 
lative changes  in  the  tax  law?  Can  IRS  do  it  itself  by  regulation, 
or  must  we  go  to  Congress? 

Ms.  Willis.  I  think  in  some  of  the  areas  of  the  code,  the  IRS  reg- 
ulations are,  in  fact,  designed  to  reduce  burden,  and  the  IRS  is 
doing  that  currently. 

Chairman  Pickle.  All  right.  Mr.  Monks,  I  think  we  had  asked 
you  before  what  areas  cause  the  biggest  problems  for  individual 
taxpayers  and  what  areas  constitute  the  biggest  problem  for  busi- 
nesses. Are  you  prepared  to  tell  us  what  areas  you  think  are  most 
troublesome,  or  would  you  submit  us  a  list  of  those  things?  We 
have  trouble  finding  sometimes  just  how  you  are  evaluating  the 
areas  of  concern. 

Mr.  Monks.  I  have  submitted  along  with  my  testimony  a  list  of 
the  20  most  significant  problems  taxpayers  have  in  dealing  with 
the  IRS,  along  with  some  recommendations  and  actions  that  I  have 
recommended  to  the  Commissioner  of  the  IRS,  along  with  the  re- 
sponse or  the  status,  the  progress  level  that  they  have  achieved  on 
those  recommendations. 

In  addition,  we  have  implemented  a  tracking  process  where  at 
least  twice  a  year  we  look  at  the  recommendations  that  have  been 
made  by  the  ombudsman  to  see  what  action  has  been  taken  on 
those  recommendations  by  the  chiefs. 

[The  following  was  subsequently  received:] 
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20  MOST  SIGNIFICANT  PROBLEMS  TAXPAYERS  HAVE  DEALING  WITH  IRS 

1.  PROBLEM:   Low  income  taxpayers  incur  disproportionally 
higher  costs  to  use  electronic  filing  to  get  quick  refunds. 

ACTIONS /RECOMMENDATIONS:   I  raised  this  issue  with  the 
Commissioner  as  an  ethical  concern  —  that  the  electronic 
return  filing  process  has  resulted  in  many  of  the  taxpayers 
who  can  least  afford  it  incurring  considerable  cost  in  order 
to  get  refunds  quickly. 

PROGRESS:   IRS  plans  to  the  extent  resources  permit  to  offer 
free  access  to  electxonic  filing  especially  for  low  income 
taxpayers . 

2.  PROBLEM:   The  complexity  of  IRS  forms,  instructions  and 
publications  leads  to  taxpayer  errors,  the  need  to  hire  paid 
preparers  and/or  the  need  to  contact  IRS  for  assistance. 

ACTIONS/RECOMMENDATIONS:   My  office  is  a  member  of  the 
Service's  Tax  Forms  Coordinating  Committee  and  a  member  of 
my  staff  attends  all  meetings.   Tax  forms,  instructions  and 
publications  are  sent  to  my  office  before  being  finalized. 

PROGRESS:   See  Enclosure  1A  for  a  representative  list  of  the 
type  of  changes  we  have  obtained  in  the  tax  forms  to  the 
benefit  of  taxpayers  during  1993. 

3.  PROBLEM:   IRS  offices  are  not  open  for  business  at  times 
and/or  days  of  the  week  that  are  convenient  for  taxpayers. 
For  example,  the  hours  IRS  offices  are  open  or  the  toll-free 
systems  are  available  are  generally  limited  to  traditional 
work  hours,  making  it  difficult  for  working  taxpayers  to 
contact  the  Service. 

ACTIONS /RECOMMENDATIONS:   I  sent  a  report  to  the  Chiefs  and 
the  Modernization  Executive  in  October,  outlining  a  number 
of  issues  I  believe  must  be  addressed.   Included  was  the 
issue  that  taxpayers  should  have  easy,  24-hour  access  to 
information  about  their  accounts,  to  verify  receipt  of 
returns,  payments,  etc.,  and  that  a  24-hour  system  for 
ordering  forms,  instructions,  publications,  etc.,  needs  to 
be  provided  for  taxpayers,  regardless  of  the  location  or 
time  zone  of  the  requestor. 

PROGRESS:   Customer  service  representatives  at  the  new 
Customer  Service  Sites  under  current  plans  will  be  available 
16  hours  per  day,  Monday  through  Friday,  and  8  hours  per  day 
on  weekends . 
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PROBLEM:   Taxpayers  are  often  unable  \o   get  to  one  person 
who  can  help  them  with  their  questions  or  inquiries.   This 
is  so  because  our  employees  are  not  always  given  access  to 
the  information  they  need  to  respond  to  the  taxpayer. 

ACTIONS/RECOMMENDATIONS:  My  representative  on  the  group 
that  is  developing  the  Customer  Service  Sites  concept  of 
operations  has  assured  that  this  issue  is  being  addressed. 

PROGRESS:   The  new  Customer  Service  Sites  are  being  set  up 
so  that  the  employees  will  be  given  access  to  the 
information  needed  to  resolve  issues  for  taxpayers,  so  that 
fewer  taxpayers  will  need  to  call  back. 

PROBLEM:   The  tax  laws  and  regulations  are  complex  and  very 
difficult  for  many  taxpayers  to  understand  and  correctly 
apply. 

ACTIONS /RECOMMENDATIONS:   I  have  written  to  Chief  Counsel  to 
request  that  regulations  be  as  free  as  possible  from 
requirements  on  taxpayers  that  are  not  absolutely  necessary 
and  asked  that  all  regulations,  revenue  rulings  and 
procedures  be  sent  to  me  for  clearance.   I  also  asked  the 
Chiefs  Compliance  and  Taxpayer  Services  to  send  all  new  and 
revised  revenue  rulings  and  procedures  to  me  for  review  and 
clearance  before  they  are  issued. 

PROGRESS:   I  have  been  receiving  the  regulations,  rulings 
and  procedures  for  review  and  approval. 

PROBLEM:   The  clarity  and  tone  of  IRS  communications  is  a 
major  problem  for  taxpayers.   For  example,  Service  notices 
often  contain  IRS  jargon  and  are  not  written  or  structured 
in  a  way  that  makes  them  clear  to  taxpayers  who  are  not 
knowledgeable  of  the  tax  laws.   In  many  cases,  they  do  not 
provide  adequate  explanations  of  the  reason  for  the 
communication.   In  addition,  IRS  communications  to  taxpayers 
take  the  same  approach  regardless  of  their  level  of 
compliance;  e.g.,  it  is  the  same  for  taxpayers  who  have 
engaged  in  negative  behavior  year  after  year,  as  for  those 
with  spotless  compliance  histories. 

ACTIONS /RECOMMENDATIONS:   The  report  I  sent  to  the  Chiefs  in 
October  also  addressed  the  issue  of  quality  of  notices.   I 
recommended  that  IRS  notices  and  letters  must  be  clear, 
complete  and  timely,  and  that  enhancement  to  our  systems 
should,  at  a  minimum,  provide  the  ability  to  issue  error 
notices  that  pinpoint  all  items  causing  or  contributing  to 
the  need  for  error  correction;  include  a  name  and  contact 
phone  number  on  all  letters  and  notices;  that  there  be 
current,  specific  penalty  and  assessment  explanations;  that 
bills,  notices,  etc.,  contain  plain  language  explanations  of 
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interest,  restricted  interest  and/or  penalties;  and  that 
clear,  understandable  transcripts  of  taxpayers'  accounts  be 
available . 

PROGRESS:   We  are  continuing  to  work  with  the  notice  clarity 
organization  to  improve  clarity  and  tone. 

PROBLEM:   The  issuance  of  erroneous  notices  by  the  Service 
upsets  taxpayers  and  increases  their  burden.   The 
information  reported  to  IRS  by  external  sources  on  wages, 
interest,  etc.,  is  not  always  accurate  and  results  in 
communications  with  taxpayers  that  are  sometimes 
unnecessary,  inaccurate  or  misunderstood.   The  Service  also 
at  times  issues  notices  that  are  known  to  contain  errors, 
using  a  stamp  or  sticker  to  inform  the  taxpayers  of  the 
error  and  that  a  corrected  notice  will  be  sent,  rather  than 
stopping  the  incorrect  notices. 

ACTIONS /RECOMMENDATIONS:   We  worked  with  Examination  in 
drafting  a  memorandum  to  field  operations  to  provide 
guidelines  for  front-line  employees  on  how  to  proceed  when 
taxpayers  dispute  amounts  reported  on  information  returns, 
after  we  have  sent  the  taxpayer  a  notice  proposing 
additional  tax  due  to  unreported  income. 

PROGRESS:   The  new  guidelines  should  alleviate  the  problems 
taxpayers  encounter  when  they  dispute  income  reported  to  the 
Service  on  an  information  return. 

PROBLEM:   Taxpayers  are  often  unable  to  readily  access  IRS 
by  phone.   A  recent  GAO  report  indicates  that  only  24%  of 
taxpayer  calls  reach  IRS  when  they  call  the  toll-free 
number. 

ACTIONS /RECOMMENDATIONS:   The  new  Customer  Service  Sites  and 
the  Service's  new  telephone  eguipment  should  help  reduce 
this  long-standing  problem.   In  addition,  members  of  my 
staff  have  met  with  personnel  in  Taxpayer  Services  to  review 
their  action  plan  for  short-term  improvements  to 
telecommunication  access  for  taxpayers. 

PROGRESS:  In  1994,  Taxpayer  Services  will  be  routing  calls 
from  one  call  site  to  another  when  needed  to  increase 
service;  however,  even  with  this  short-term  improvement, 
considerable  improvement  is  still  needed  in  the 
telecommunication  access  we  provide  for  taxpayers. 

PROBLEM:   Taxpayers  often  do  not  receive  an  acknowledgment 
and/or  information  on  the  eventual  disposition  of  claims, 
payments,  responses,  etc.,  they  have  submitted  to  IRS,  so 
they  must  call  or  write  again  to  assure  the  IRS  received 
what  they  sent  to  us. 
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ACTIONS/RECOMMENDATIONS:   The  report  I  sent  to  the  Chiefs  in 
October  also  recommended  that  the  IRS  provide  acknowledgment 
to  taxpayers  for  anything  other  than  original  returns  that 
they  send  to  us.   I  stressed  that  routine,  systemic 
acknowledgment  of  taxpayer  mail  would  provide  better  quality 
customer  service  and  enhance  voluntary  compliance  by 
projecting  the  image  of  a  knowledgeable  and  professional 
work  force. 

PROGRESS:   We  will  report  on  progress  as  it  occurs. 

10.   PROBLEM:   There  are  time  delays  on  compliance-related 
contacts.   For  example,  IRS  usually  does  not  contact 
taxpayers  through  our  document  matching  program  about 
discrepancies  in  income  until  two  years  after  the  income  is 
received.   This  burdens  the  taxpayer  because  they  must 
recall  past  matters  and  because  of  the  potential  additional 
charges  for  interest  and  penalty.   Examinations  and  appeals 
are  also  subject  to  delays  due  to  staffing  problems. 

ACTIONS /RECOMMENDATIONS:   In  my  report  to  the  Chiefs,  I 
raised  concern  about  the  delays  in  our  document  matching 
program  and  indicated  that  the  IRS  notice  should  be  sent 
sooner  after  the  end  of  the  tax  year  about  which  the 
taxpayer  is  being  contacted.   I  also  raised  my  concern  about 
lengthy  delays  in  handling  cases  in  Appeals  with  the 
National  Director  of  Appeals. 

PROGRESS:   The  Service  has  plans  to  reduce  the  time  in  our 
document  matching  program  which  will  result  in  the 
discrepancy  notices  being  sent  to  taxpayers  sooner  after  the 
end  of  the  year  involved.   In  addition,  as  a  result  of 
concerns  raised,  Appeals  has  developed  a  notice  which  is  to 
be  issued  to  taxpayers  at  the  beginning  of  the  appeals 
process.   This  notice  explains  to  taxpayers  their  options  of 
making  advance  payments  or  of  posting  cash  bonds  to  stop  the 
accrual  of  interest  during  the  appeal  process,  discussing 
the  advantages  and  disadvantages  of  each  prepayment  option. 
Appeals  is  also  revising  its  manager's  handbook  to  add  an 
additional  requirement  to  the  caseload  reviews.   Managers 
are  now  being  required  to  monitor  all  non-docketed  cases 
that  remain  open  for  over  one  year,  to  assure  that  the 
Appeals  Officers  are  maintaining  communications  with  the 
taxpayers  and  keeping  them  aware  of  their  options. 

11.   PROBLEM:   The  Service's  inability  to  abate  interest  caused 
by  IRS  delays  that  do  not  fit  the  definition  of  a 
ministerial  act  appear  unfair  and  burdensome  to  taxpayers. 

ACTIONS/RECOMMENDATIONS:  While  I  am  sympathetic  to  the  time 
and  financial  burden  placed  on  taxpayers,  particularly  those 
who  are  less  affluent  and  who  are  perhaps  placed  in  a 
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hardship  situation  because  of  unacceptable  IRS  delays,  I 
also  recognize  that  interest  is  basically  a  charge  for  the 
use  of  money.   As  IRS  initiates  various  improvements  under 
its  Tax  Systems  Modernization  program,  many  of  the  delays  in 
the  way  IRS  currently  does  business  should  be  reduced  or 
eliminated.   I  feel  a  proposal  targeted  towards  providing 
some  relief  to  less  affluent  individuals  who  are  penalized 
by  IRS  delays  is  appropriate.   I  believe  that  such  a 
proposal  could  benefit  those  with  the  greatest  need  who 
suffer  economic  loss  due  to  IRS  delays  at  a  relatively  low 
cost  to  the  government. 

PROGRESS:   Awaiting  action  on  Taxpayer  Bill  of  Rights  2. 

12.   PROBLEM:   The  Service  sometimes  fails  to  update  its  files  to 
reflect  the  taxpayer's  most  current  address  components  and 
frequently  does  not  take  adequate  steps  to  assure  that  its 
communications  reach  both  parties  to  a  joint  return  when  the 
taxpayers  have  separated  or  divorced. 

ACTIONS/RECOMMENDATIONS:   I  have  set  up  a  multi-functional 
National  Office  advocacy  project  on  this  issue.   This  group 
has  developed  a  number  of  recommendations  to  improve  the 
Service's  ability  to  record  the  taxpayers'  latest  addresses. 

PROGRESS:   Tax  System  Modernization  (TSM)  will  address  many 
of  the  advocacy  project's  recommendations;  however,  several 
are  of  crucial  importance  and  their  implementation  should 
not  be  delayed  until  TSM  is  implemented.   Therefore,  I  will 
be  working  with  the  Chiefs  to  assure  that  the  most  crucial 
changes  are  made  as  soon  as  possible.   A  first  step  has  been 
to  work  with  Examination  to  prepare  changes  to  their 
procedures  to  accept  oral  statements  from  taxpayers  to 
change  a  taxpayer's  address  on  the  master  file. 

13.   PROBLEM:   The  implementation  of  the  earned  income  credit 

(EIC)  provisions  has  led  to  numerous  taxpayer  problems.   The 
ever-expanding  population  of  taxpayers  involved  with  the 
earned  income  credit  frequently  has  less  knowledge  of  tax 
laws,  needs  additional  assistance  and  makes  many  errors,  due 
to  the  complexities  of  this  provision. 

ACTIONS /RECOMMENDATIONS:   I  have  raised  concerns  in 
briefings  with  the  Commissioner  and  Deputy  Commissioner 
about  the  balance  between  the  IRS  obligation  to  ensure 
taxpayers  eligible  for  the  credit  are  made  aware  of  it  and 
receive  it  and  our  obligation  to  assure  we  are  adequately 
addressing  the  issue  of  fraud.   To  some  extent,  taxpayers 
claiming  the  EIC  may  be  impeded  by  our  compliance  fraud 
initiatives.   To  track  these  problems,  Problem  Resolution 
Program  (PRP)  cases  closed  after  January  1,  1994,  involving 
EIC  will  be  coded  so  that  we  can  get  a  count  of  these  cases 
and  retrieve  them  for  review. 
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PROGRESS:   IRS  is  developing  a  balanced  program  which 
stresses  the  separate  needs  for  education  outreach  and 
compliance. 

PROBLEM:   Each  year,  several  million  taxpayers  who  receive 
refunds  make  mathematical  errors  in  computing  their  tax. 
The  explanation  of  the  error  and  the  refund  checks  are 
issued  separately  by  different  agencies  (IRS  issues  the 
notices  and  Financial  Management  Service  issues  the  checks), 
so  they  do  not  arrive  together,  causing  confusion  for 
taxpayers  and  prompting  many  to  contact  IRS  for  assistance. 

ACTIONS/RECOMMENDATIONS:   The  report  I  sent  to  the  Chiefs  in 
October  also  raised  this  issue  and  recommended  that  in  the 
future  math  error  notices  and  refund  checks  should  be  sent 
to  the  taxpayers  together. 

PROGRESS:  This  issue  will  need  to  be  addressed  as  part  of 
the  Service's  modernization  design,  working  in  conjunction 
with  Financial  Management  Service. 

PROBLEM:   Cash  management  initiatives  are  raising  taxpayer 
burden  issues.   A  current  example  involves  the  use  of  a 
lockbox,  i.e.,  a  bank  to  receive  and  quickly  deposit  checks, 
for  individual  estimated  tax  payments.   IRS  is  substantially 
expanding  the  use  of  lockboxes  to  cover  payments  made  with 
individual  tax  returns.   Although  monies  received  are  more 
quickly  deposited  to  the  Treasury,  this  may  result  in 
increased  taxpayer  burden  since  taxpayers  may  be  required  to 
forward  their  returns  and  payments  (with  a  voucher  form 
which  must  be  completed)  to  separate  addresses. 

ACTIONS/RECOMMENDATIONS:   I  sent  a  memorandum  to  the  Chief 
Operations  Officer  in  March  outlining  my  concerns  with  the 
Service's  plans  to  expand  the  use  of  lockboxes  to  expedite 
processing  of  payments.   A  second  memorandum  was  sent  to  the 
Assistant  Commissioner  (Returns  Processing)  in  August 
expressing  my  concern  that  the  emphasis  on  efficient  cash 
management  was  taking  a  higher  priority  than  burden  and 
privacy  concerns  for  individual  taxpayers.   A  member  of  my 
staff  is  involved  in  coordination  efforts  regarding  the  cash 
management  initiatives,  and  is  responsible  for  raising 
issues  when  we  believe  proposed  actions  will  increase  burden 
on  taxpayers  and/or  lead  to  taxpayer  problems.   In  addition, 
we  will  track  the  number  of  PRP  cases  received  involving 
this  issue  and  retrieve  this  cases  for  review,  if 
appropriate. 

PROGRESS:   Due  in  part  to  the  suggestion  of  the  Ombudsman, 
IKS  is  testing  different  versions  of  lockbox  mailing  to 
evaluate  options  to  minimize  burden. 
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16.  PROBLEM:   The  IRS  programs  for  mailing  tax  return  packages, 
estimated  tax  payment  vouchers,  etc. ,  have  experienced 
increasing  problems  in  assuring  that  these  items  reach  the 
intended  taxpayers  or  reach  them  timely. 

ACTIONS /RECOMMENDATIONS:   My  staff  met  with  personnel  in 
Publishing  Services  several  times  to  look  for  ways  the 
process  could  be  improved  and  also  to  express  our  concern 
that  these  packages  are  sent  out  third  class  mail,  so  there 
is  no  guarantee  they  will  be  delivered  to  the  taxpayers. 

PROGRESS:   As  a  result  of  our  discussions,  Publishing 
Services  moved  their  procurement  schedule  for  the  third 
quarter  mail  outs  forward  one  month,  thus  allowing  the 
contractor  an  additional  four  weeks  to  complete  the 
contract.   Because  of  this,  the  third  quarter  mail  outs  were 
sent  timely  and  without  any  major  problems. 

17.  PROBLEM:   Small  business  taxpayers  are  heavily  burdened  in 
dealing  with  tax-related  issues,  including  payroll  tax 
forms,  FTDs,  and  differing  filing  requirements  for  each  type 
of  tax,  i.e.,  income,  FICA,  FUTA. 

ACTIONS/RECOMMENDATIONS:   Members  of  my  staff  are  in  the 
process  of  meeting  with  Returns  Processing  to  resolve  what 
we  see  as  equity  problems  with  applying  the  new  deposit 
requirements  of  the  revised  Federal  Tax  Deposit  regulations, 
as  this  year  has  been  a  transition  from  the  old  to  the  new 
system. 

PROGRESS:   Meetings  with  Returns  Processing  on  this  issue 
are  still  proceeding. 

18.  PROBLEM:   The  three-year  statute  of  limitations  on  refunds 
prevents  taxpayers  who  file  their  tax  returns  more  than 
three  years  after  the  due  date,  even  if  this  was  due  to 
personal  hardship  or  other  problems,  from  obtaining  their 
overpayment  credits  or  even  being  able  to  apply  those 
credits  to  a  tax  liability  on  another  year's  return.   The 
IRS  non-filer  initiative  heightened  our  concern  with  this 
issue  because  of  the  number  of  taxpayers  negatively  affected 
by  this  provision.   For  example,  a  taxpayer  may  file  several 
tax  returns  late,  all  after  the  three  year  statute  of 
limitations.   The  Service  can  bill  them  if  there  is  tax  due 
on  any  year  (plus  penalties  and  interest),  but  cannot  apply 
any  overpayment  credits  to  these  balance  due  accounts,  if 
the  credits  are  from  a  return  that  was  filed  after  the 
three-year  refund  statute  has  expired. 

ACTIONS /RECOMMENDATIONS:   We  submitted  two  legislative 
proposals  to  deal  with  this  issue.   The  first  would  allow  a 
claim  for  credit  or  refund  of  an  overpayment  of  any  tax 
whenever  the  return  was  filed.   The  second  would  only 
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provide  a  "special  rule"  for  late-filed  individual  income 
tax  returns,  allowing  the  overpayment  to  be  credited  against 
any  balance  due  for  another  year,  if  the  refund  was 
otherwise  barred  by  statute. 

PROGRESS:   These  proposals  have  not  been  sent  forward  to 
Treasury.   They  are  now,  however,  being  reviewed  by  the 
Service  for  possible  action. 

19.  PROBLEM:   The  administration  of  penalties  causes  a  number  of 
problems  for  taxpayers.   A  large  number  of  penalties  are 
imposed  and  then  abated  each  year,  thus  causing  an 
unnecessary  burden  on  both  taxpayers  and  the  Service. 

ACTIONS /RECOMMENDATIONS:   We  have  recommended  that  the  new 
Penalty  Administration  Office  become  responsible  for 
assessing  the  quality  of  reasonable  cause  determinations  for 
assertion  or  non-assertion  of  penalties. 

PROGRESS:   The  Penalty  Administration  Office  has  agreed  to 
assume  this  responsibility. 

20.  PROBLEM:   The  implementation  of  collection  practices  have 
sometimes  led  to  problems  for  taxpayers. 

ACTIONS/RECOMMENDATIONS:   We  have  raised  concerns  and 
proposed  a  number  of  actions  to  Collection  to  address  a 
number  of  these  problems.   We  raised  concerns  about  the  new 
"Repeat  Delinquent  Taxpayer  Program"  and  what  we  feared 
could  be  unintended  negative  impacts.   We  proposed  a  test  to 
ensure  better  taxpayer  withholding  and  estimated  tax 
payments,  thus  avoiding  collections  problems.   We  raised 
concern  about  the  method  Collection  uses  to  establish  the 
minimum  bid  price  of  seized  property.   We  received  an 
opinion  from  Chief  Counsel  that  indicates  the  Service  can 
return  property  obtained  by  illegal  or  erroneous  levies  when 
there  is  still  a  balance  due  and  have  worked  with  Collection 
to  implement  this  change.   We  worked  with  the  Assistant 
Commissioner  (Collection)  to  delegate  the  authority  to 
release  levies  to  Problem  Resolution  Officers  in  the  field. 
We  wrote  the  Assistant  Commissioner  (Collection)  about  the 
problem  caused  when  the  area  codes  for  IRS  phone  numbers  are 
not  included  on  Collection  notices,  which  can  result  in 
taxpayers  reaching  a  non-government  number. 

PROGRESS:   We  continue  to  meet  regularly  with  Collection  on 
these  issues  and  have  begun  to  see  a  more  receptive  attitude 
toward  implementing  our  recommendations. 
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Chairman  Pickle.  Some  of  the  recommendations  come  from 
within  your  Service? 

Mr.  Monks.  Right. 

Chairman  Pickle.  And  some  recommendations  coming  from  busi- 
nesses themselves.  As  you  interviewed  and  talked  to  businesses 
about  the  problem  we  have,  did  you  hear  any  suggestions  from 
business  about  how  the  IRS  would  simplify  administration  of  the 
law  without  any  congressional  action?  Have  they  given  you  any  rec- 
ommendation for  that,  business? 

Ms.  Willis.  What  business  has  pointed  out  to  us  is  that  they 
needed  regulations  from  IRS  quicker. 

Chairman  Pickle.  I  didn't  hear  you.  Say  that  again. 

Ms.  Willis.  They  needed  the  regulations  from  IRS  on  implement- 
ing the  code  more  quickly  and  that  that  was  a  significant  undertak- 
ing in  reducing  their  burden,  that  when  they  had  to  wait  for  regu- 
lations, they  had  to  guess  at  the  interpretation  of  the  code. 

Chairman  Pickle.  Well,  has  business  ever  suggested  to  you  that 
they  would  be  willing  to  pay  a  higher  tax  rate  if  we  just  changed 
the  system? 

Ms.  Willis.  We  did  have  some  businesses  make  that  comment, 
but  they  were  not  specific  as  to  how  much  of  a  higher  rate  and 
whether  it  should  be  them  or  someone  else  who  paid  it. 

Chairman  Pickle.  Has  business  made  any  specific  recommenda- 
tions about  what  they  think  ought  to  be  done  with  respect  to 
changes? 

Ms.  Willis.  There  were  a  number  of  provisions  of  the  code  that 
were  consistently  identified.  The  alternative  minimum  tax  with  the 
depreciation  rules  that  it  contains  came  up  in  every  single  inter- 
view with  the  companies  that  we  had.  Pensions  and  payroll  came 
up.  Meals  and  entertainment  expenses,  primarily  because  the  rec- 
ordkeeping and  the  accounting  is  different  for  their  financial  state- 
ments. 

In  work  we  have  done  outside  our  interviews,  other  provisions 
that  have  been  identified  that  the  companies  we  spoke  with  would 
not  have  been  faced  with  include  the  foreign  tax  credit,  the  section 
482,  and  transfer  pricing  requirements. 

Chairman  Pickle.  Well,  I  think  we  have  got  to  listen  to  these  or- 
ganizations and  people.  This  problem  is  coming  to  the  forefront  as 
of  this  time  in  history,  probably  more  than  in  the  last  25  years,  and 
I  think  we  have  got  to  listen  as  to  how  we  can  do  things  better. 

Now,  I  know  there  are  some  specific  areas,  Mr.  Monks,  that  con- 
cern you  and  I  want  you  to  help  the  Congress.  We  like  to  think 
that  you  are  our  representative  and  you  ought  to  be  reporting  to 
us  the  same  as  to  IRS,  and  I  think  the  Congress  is  going  to  de- 
mand that.  That  is  our  recommendation  in  the  new  Taxpayers'  Bill 
of  Rights  pending  before  the  Congress.  We  never  could  actually  get 
that  forwarded  to  completion,  but  it  is  going  to  be  pursued  because 
I  think  the  Congress  has  got  to  have  more  direct  reporting  from 
you,  from  your  office.  As  long  as  you  are  under  the  IRS,  you  are 
going  to  report  to  the  IRS  and  do  it  the  IRS  way.  We  have  got  to 
have  more  direct  reporting  to  the  Congress. 

Mr.  Houghton. 

Mr.  Houghton.  Yes,  I  would  just  like  to  add  two  things,  being 
a  little  repetitive,  but  I  feel  very  strongly  about  these.  There  are 
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certain  things  that  are  very  difficult  to  handle,  that  they  are  ge- 
neric, they  are  sociological,  it  takes  decades,  but  there  are  certain 
things  that  can  be  fixed  right  away.  I  mean,  inconsistent  reporting, 
relations  with  the  States,  a  similar  means  of  calculating  things  like 
inventories.  I  mean,  that  is  a  no-brainer.  That  can  be  done. 

The  other  thing  is  I  hope  very  much,  Mr.  Monks,  that  what  you 
suggest  in  this  truth  in  taxpayer  burden  can  be  pushed  through. 
Let  me  give  you  an  example. 

In  1986,  it  was  just  before  I  was  elected  to  Congress,  there  was 
a  thing  called  the  Tax  Reform  Act.  Jake  remembers  this  well.  It 
was  supposed  to  be  a  reform  act.  It  was  supposed  to  be  a  concise 
simplification  of  the  tax  process.  It  was  more  complex.  Further- 
more, in  1987  the  Omnibus  Budget  Reconciliation  Act  put  in  50 
more  compliance  provisions. 

So  if  you  do  what  you  suggest  and  it  really  comes  about,  it  will 
force  Congress  to  take  a  look  at  the  ongoing  impact  of  laws  which 
they  consider.  Many  times  laws  go  into  effect,  Congress  passes 
them,  they  wash  their  hands  of  them  and  then  they  go  on  and  they 
forget  about  the  tremendous  burden  which  those  laws  create.  So  I 
hope  that  you  will  specifically  emphasize  this  and  report  back  to 
us  on  the  impact  of  how  it  gets  through  the  IRS.  Maybe  we  can 
put  it  in  terms  of  some  sort  or  a  regulation  for  Congress  itself. 

Chairman  Pickle.  I  am  going  to  ask  Mr.  Wenzel  a  question. 
Now,  I  don't  want  to  be  unfair  about  this,  but  let  me  just  state  it 
in  plain  English.  When  a  proposal  for  a  change  in  the  tax  law  has 
been  under  consideration  that  would  result  in  increased  taxpayers' 
burden,  what  role  has  the  IRS  played? 

Can  you  cite  any  concrete  examples  where  IRS  concerns  about 
burden  led  to  changes  in  a  proposed  change  in  the  tax  law?  Can 
you  give  me  a  concrete  example  where  IRS  has  eased  the  burden 
of  taxpayers,  particularly  in  the  business  field? 

Mr.  Wenzel.  I  can  submit  for  the  record  a  list  of  those  for  you, 
Mr.  Chairman. 

[The  information  follows:] 

The  following  IRS  legislative  proposals  to  reduce  taxpayer  burden  have  been  in- 
cluded in  pending  legislation  in  the  103d  Congress  or  endorsed  by  the  Treasury  De- 
partment: 

1.  Alternative  Forms  of  Payment — would  allow  the  Secretary  to  accept  payment 
of  taxes  electronically  (previously  introduced). 

2.  Alternative  Methods  for  Verifying  Returns — would  allow  documents,  such  as  ju- 
rats and  certain  schedules,  to  be  filed  electronically  (endorsed  by  the  Treasury  De- 
partment). 

3.  Reproductions  of  Returns  Stored  in  Digital  Image  Format — would  allow  IRS  to 
produce  a  return  from  a  stored  digital  image,  as  opposed  to  an  originally  filed  return 
(previously  introduced). 

4.  Federal/State  Cooperative  Agreements — would  allow  the  Secretary  to  enter  into 
tax  administration  agreements  with  States  in  such  areas  as  joint  tax  return  filing 
(previously  introduced). 

5.  Change  in  Filing  Status — would  allow  married  taxpayers  who  filed  separately 
to  change  their  filing  status  to  filing  jointly  without  having  to  first  pay  the  tax  due 
(previously  introduced). 

6.  Extending  the  Interest-Free  Period — would  extend  the  time  period  from  10  to 
21  days,  after  notice  and  demand  is  given,  for  a  taxpayer  to  pay  taxes  due  without 
additional  interest  (previously  introduced). 

7.  Employment  Taxes  for  Domestic  Services— annualized  reporting  and  an  in- 
creased FICA  threshold  were  included  in  P.L.  103-387. 

Chairman  Pickle.  I  would  be  pleased  to  receive  them  and  I  don't 
intend  to  put  you  on  the  spot.  But  the  fact  of  the  matter  is,  most 


68 

of  the  time  when  we  are  making  changes,  the  opinions  of  IRS  do 
not  come  from  IRS  to  us.  They  go  from  IRS  to  Treasury. 

Mr.  WENZEL.  That  is  correct. 

Chairman  Pickle.  And  we  never  have  a  hand  in  formulating 
those  things,  and  nearly  every  time  changes  are  made,  it  is  made 
with  reference  to  revenue  and  not  by  simplification  or  easing  the 
burden.  We  are  always  changing  the  code  in  order  to  raise  more 
money  because  we  need  money  to  run  the  country,  and  while  that 
is  not  a  sin  in  itself,  it  seems  to  me  like  the  concentration  is  always 
on  getting  more  revenue  and  not  making  changes  to  make  it  easier 
for  people  who  pay  taxes. 

I  think  we  are  reaching  a  point  where  if  we  don't  make  some 
changes,  Mr.  Wenzel,  if  we  don't  make  the  proper  changes,  the 
country  is  going  to  say,  we  have  got  to  have  a  new  system  or  a  dif- 
ferent approach  to  this  thing.  I  don't  want  to  get  into  the  realm  of 
what  could  be  or  should  be  at  this  point.  Your  job,  with  the  Con- 
gress working  with  you,  has  got  to  be  to  improve  the  process. 

Now,  your  testimony  today  is  very  voluminous,  and  I  know  you 
are  making  great  improvements  and  changes,  and  you  are  getting 
the  information  out  to  the  public  and  to  groups  all  across  this  land. 
That  is  a  big  help  for  us,  and  that  is  encouraging  because  our  sys- 
tem is  voluntary  and  if  we  don't  show  we  are  making  changes,  then 
we  are  going  to  be  swallowed  up  in  this  thing. 

Now,  you  talk  about  the  changes  you  made.  I  noticed  you  made 
references  to  a  big  number  of  filings  being  done  by  electronic  device 
now.  That  is  encouraging  because  that  is  the  modern  way,  and  it 
will  probably  be  the  best  way  for  a  lot  of  Americans  to  file  elec- 
tronically, certainly  in  the  field  of  business. 

But  this  subcommittee  has  found  through  our  hearings  that 
there  was  terrible  abuse  in  the  electronic  filing  system,  particularly 
in  the  EITC  area  and  refund  claims  that  are  downright  fraud. 
There  is  so  much  tax  abuse  that  our  committee  found  out  that  you 
had  employed  a  top  expert  to  make  an  analysis  of  refund  fraud  and 
you  got  the  report  that  perhaps  billions  of  dollars  were  being  lost 
through  fraud,  including  electronic  filing. 

Now,  IRS  didn't  tell  us  that.  We  just  ferreted  that  out  by  our  in- 
vestigation. Now,  because  of  that,  the  Congress  asked  the  Treas- 
ury, working  with  IRS,  to  step  in.  We  told  them  to  take  over.  You 
are  telling  me  all  these  filings  are  being  made  electronically  and 
how  much  you  saved  in  the  new  system,  and  it  is  true,  but  you 
didn't  give  us  that  information.  We  had  to  just  pull  it  out  of  you. 
We  had  to  kind  of  find  it  by  doing  some  investigative  work.  Now 
Treasury  has  set  up  a  task  force  to  try  to  determine  the  extent  of 
fraud.  We  came  to  the  point  in  this  subcommittee  that  we  said  we 
are  going  to  cut  out  all  electronic  filing  until  you  get  this  system 
working.  I  think  had  we  not  used  kind  of  a  hammer  and  tong  ap- 
proach, the  system  would  have  continued  and  perhaps  eventually 
we  could  have  corrected  it.  It  is  a  new,  modern  way. 

But  I  see  from  all  these  reports  you  are  making  good  progress. 
I  say,  that  is  great.  And  the  audience  here  today  and  across  Amer- 
ica, we  note  that  we  have  just  scratched  the  surface  in  lots  of  ways. 
If  we  don't  keep  making  these  improvements,  the  public  is  going 
to  demand  something  else.  I  think  the  taxpayer  system  we  have  is 
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the  best  that  we  have  ever  known  in  this  country  and  we  ought  to 
try  to  correct  it. 

Now,  I  know  that  is  what  you  are  trying  to  do,  so  it  is  unfair  of 
us  to  sit  here  and  point  the  finger  and  say  you  are  not  doing  this 
and  you  are  not  doing  that.  But  you  and  I  know  a  lot  more  must 
be  done,  and  we  have  got  to  listen. 

Now,  we  are  going  on  to  some  of  the  panels  that  include  people 
that  have  been  invited  to  testify.  I  hope  you  will  take  a  seat  over 
here  now  and  stay  with  us  as  long  as  you  can.  These  people  are 
going  to  be  speaking,  not  just  to  Mr.  Houghton  and  me,  they  are 
going  to  be  speaking  to  you,  so  I  hope  that  would  be  agreeable  to 
you  as  we  proceed  now. 

Do  you  have  any  othe:  questions  at  this  point  Mr.  Houghton? 

Mr.  Houghton.  No.  Thank  you  very  much. 

Chairman  PlCKLE.  All  right,  I  thank  you  very  much  for  your  tes- 
timony, it  is  on  the  record  now,  and  we  will  be  examining  it.  If  we 
have  further  questions,  we  will  submit  them  to  you. 

If  our  first  panel  will  step  aside,  I  am  going  to  take  the  liberty 
of  dividing  these  panels  into  two  different  panels. 

If  vou  will  notice,  the  first  panel  is  New  York  State  Independent 
Oil  &  Gas  Association,  Eastman  Kodak,  Bausch  &  Lomb,  and  Hi- 
Tech Ceramics.  That  is  four  groups.  I  am  going  to  ask  those  groups 
to  come  to  the  table,  if  you  will,  and  we  will  receive  that  testimony 
and  then  I  will  take  the  second  panel  in  a  group. 

The  first  witnesses  will  be  the  Oil  &  Gas  Association,  Eastman 
Kodak,  Bausch  &  Lomb,  and  Hi-Tech  Ceramics,  are  you  all  there 
now?  That  is  fine.  I  want  to  thank  you.  We  are  going  to  ask  you 
to  summarize  your  testimony  in  about  5  minutes.  I  know  you 
would  like  to  have  10  times  that  to  tell  us  what  is  wrong.  We  are 
going  to  limit  you,  however,  because  we  have  so  many  other  wit- 
nesses. 

So  please  summarize  your  statements  within  the  5  minutes' 
time.  Now,  we  won't  be  able  to  dwell  in  detail  with  a  lot  of  the 
questions.  We  will  do  the  best  we  can  to  respond  to  it.  So  I  am 
pleased  you  are  here  to  testify. 

The  first  group  will  be  the  Independent  Oil  &  Gas  Producers  As- 
sociation of  New  York,  that  is  Michael  Hogan.  Hold  up  your  hand. 
The  next  person  will  be  Robert  Dobreski.  He  is  director  of  corporate 
taxes  for  Eastman  Kodak,  Mr.  Dobreski.  Next  person  is  David 
DiMuzio  from  Bausch  &  Lomb  here  in  Rochester.  Then  the  last 
panelist  will  be  Jeff  Morris,  president  of  Hi-Tech  Ceramics  in  New 
York.  So  let's  proceed  in  the  way  you  are  seated  here.  Mr.  Hogan, 
Mr.  Dobreski,  Mr.  DiMuzio,  Mr.  Morris. 

Mr.  Hogan,  you  are  recognized. 

STATEMENT  OF  MIKE  HOGAN,  IMMEDIATE  PAST  PRESIDENT 
AND  VICE  PRESIDENT,  INDEPENDENT  OIL  &  GAS  ASSOCIA- 
TION OF  NEW  YORK;  AND  PRESROENT,  U.S.  ENERGY  DEVEL- 
OPMENT CORP. 

Mr.  Hogan.  Thank  you,  Mr.  Chairman,  Congressman  Houghton. 
My  name  is  Mike  Hogan.  I  am  the  president  of  U.S.  Energy  Devel- 
opment Corp.  Our  offices  are  located  in  Jamestown,  N.Y.  Our  pri- 
mary business  is  the  exploration  for  and  the  production  of  crude  oil 
and  natural  gas.  Although  we  operate  in  many  States,  the  major 
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portion  of  our  production  is  in  western  New  York,  northwest  Penn- 
sylvania. 

In  addition  to  my  duties  as  the  president  of  U.S.  Energy,  I  am 
the  immediate  past  president  of  the  Independent  Oil  &  Gas  Asso- 
ciation of  New  York  and  its  current  vice  president.  In  addition,  I 
am  the  New  York  representative  to  the  Appalachian  Energy  Group, 
a  member  of  the  Independent  Oil  &  Gas  Association  of  Pennsylva- 
nia, Society  of  Petroleum  Engineers,  and  the  Association  of  Energy 
Engineers. 

I  appreciate  the  opportunity  to  speak  before  you,  and  I  would 
like  to  discuss  first  the  general  terms  relating  to  compliance  and 
regulatory  burden  of  the  Federal  tax  laws.  I  will  then  address  some 
industry  specific  issues. 

U.S.  Energy  is  a  small  business  by  most  standards,  marginally 
profitable  in  good  years  and  break  even  in  poor  years.  During  fiscal 
year  1994,  we  paid  our  CPAs  roughly  $15,000  for  income  tax-relat- 
ed work.  This  cost  is  primarily  the  result  of  tedious  recordkeeping 
and  calculations  to  determine  whether  we  are  subject  to  the  alter- 
native minimum  tax.  In  order  to  calculate  our  AMT,  we  need  to 
keep  records  for  the  following:  Depreciation,  four  types  for  each 
asset,  book,  regular  tax,  ACE,  and  AMT.  Depletion,  three  types, 
book,  tax,  cost  depletion,  tax  and  percentage  depletion,  and  limits, 
AMT  limits  and  recalculations  regarding  depletion  and  deprecia- 
tion. 

All  of  this  needs  to  be  calculated  quarterly  to  ensure  that  we  are 
not  penalized  at  year  end  for  underpayment  of  our  quarterly  esti- 
mate. This  may  not  seem  like  a  lot  of  effort  for  larger  companies 
who  have  tax  experts  in-house.  However,  with  a  company  the  size 
of  ours,  our  accounting  staff  cannot  afford  to  spend  the  time  or  ef- 
fort to  maintain  a  working  knowledge  of  every  code  change  and 
revenue  ruling.  We  are  at  the  mercy  of  our  CPAs.  A  small  business 
simply  cannot  afford  the  time  or  capital  to  calculate  and  track  four 
depreciation  calculations,  four  depletion  calculations,  umpteen  add- 
backs,  deduction  limitations,  and  carry  forwards  every  3  months  to 
make  sure  that  we  are  not  remiss  in  our  tax  obligations. 

Roughly  4  weeks  per  year  are  spent  on  nothing  but  tax  compli- 
ance. This  is  estimated  to  be  roughly  $8,000  to  $10,000  in  salary 
costs,  but  the  lost  time  is  of  more  concern  than  the  salary  cost  be- 
cause revenue  producing  projects  must  be  put  on  hold  while  these 
calculations  and  compliance  items  are  addressed.  The  actual  finan- 
cial impact  may  be  5  to  10  times  the  wage  when  the  revenue-pro- 
ducing items  are  held  out. 

It  seems  there  should  be  an  effort  made  to  simplify  the  entire 
code,  possibly  a  flat  tax  system  such  as  the  one  proposed  by  a  Con- 
gressman from  Texas,  Dick  Armey,  this  type  of  system  might  solve 
this  problem. 

I  would  like  to  talk  about  some  industry  specific  issues.  There 
are  three  oil  and  gas  issues  that  I  would  like  to  bring  out  in  this 
presentation.  The  first  will  be  changes  in  tax  regulations  that  could 
save  marginal  production  from  premature  abandonment.  The  sec- 
ond will  be  ways  in  which  a  tax  holiday  for  exploratory  wells  will 
ultimately  increase  tax  revenues.  This  has  been  successfully  imple- 
mented in  other  countries  and  a  few  States  in  the  United  States. 
And  third,  some  tax  simplification  and  technical  items. 
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Changes  that  would  save  marginal  production.  The  Nation  has 
more  than  500,000  marginal  oil  and  gas  wells  which  produce  ap- 
proximately 700  million  barrels  of  oil  equivalent.  Now,  a  barrel  of 
oil  equivalent  or  BOE  represents  the  volume  for  both  natural  gas 
and  oil  wells  with  natural  gas  BTU  value  converted  to  that  of  oil. 
The  6,000  cubic  feet  of  gas  equals  one  barrel  of  oil.  For  tax  calcula- 
tions, a  barrel  of  oil  equivalent  or  BOE  is  the  generally  accepted 
measure  of  volume. 

The  500,000  marginal  wells  account  for  one-third  of  the  oil  im- 
ports each  year  and  contribute  nearly  80,000  jobs  and  close  to  $14 
billion  per  year  in  economic  activity,  yet,  U.S.  tax  policy  provides 
less  than  $1  billion  per  year  in  percentage  depletion  deductions  for 
this  valuable  depleting  resource. 

Suggested  ways  to  save  this  marginal  production  from  premature 
abandonment  are:  A,  repeal  the  income  limitation  for  computing 
percentage  depletion.  Currently  low-volume  wells  rarely  qualify  for 
percentage  depletion.  When  the  cost  of  operating  the  property  ap- 
proaches the  revenue  generated  from  the  oil  and  gas  production, 
the  producer  stops  receiving  a  percentage  depletion  allowance.  Yet 
to  continue  operating,  it  is  precisely  this  type  of  property  that  re- 
quires the  allowance. 

Repeal  of  the  net  income  limitation  targets  depletion  to  break- 
even or  marginally  uneconomic  properties.  Eliminating  the  net  in- 
come limitation  will  not  allow  taxpayers  to  zero  out  Federal  income 
tax  liability  because  the  Tax  Code  also  contains  a  taxable  limita- 
tion on  depletion. 

B,  exclude  marginal  production  from  the  1,000  barrels  a  day  limi- 
tation. Marginal  U.S.  production  should  receive  a  percentage  deple- 
tion at  a  rate  designed  to  maximize  U.S.  resource  base.  As  cur- 
rently written,  cash  flow  from  older  depleted  fields  is  artificially 
constrained  by  the  1,000  barrels  a  day  limit  on  percentage  deple- 
tion. 

To  ensure  depletion  is  available  to  this  important  resource,  mar- 
ginal production  should  be  excluded  from  the  daily  barrel  limita- 
tion and  should  qualify  for  a  reasonable  depletion  rate.  Increasing 
percentage  depletion  for  marginal  production  can  save  significant 
oil  and  gas  reserves  that  would  otherwise  be  abandoned  pre- 
maturely and  can  extend  the  life  of  older  U.S.  fields  significantly. 

No.  2,  a  tax  holiday  for  exploratory  wells  can  increase  tax  reve- 
nues. Since  the  collapse  of  oil  prices  in  1986,  U.S.  exploration  activ- 
ity has  declined  to  less  than  one-half  its  former  levels.  The  total 
number  of  exploratory  wells  drilled  in  the  United  States  declined 
from  more  than  10,000  per  year  to  less  than  4,000  per  year.  De- 
spite improvements  in  finding  technology,  dry  hole  rates  still  ex- 
ceed 70  percent  of  all  exploratory  wells  drilled. 

As  long  as  oil  and  gas  prices  remain  low,  the  high  front-end  risks 
of  exploration  make  it  uneconomic.  Many  countries,  including  Can- 
ada and  States  like  Texas  and  Louisiana,  have  provided  tax  and 
royalty  holidays  for  new  exploration.  In  turn,  successful  new  explo- 
ration leads  to  new  development  and  new  jobs.  Permitting  the  sin- 
gle well  that  discovers  an  oil  and  gas  field  to  produce  without  in- 
curring new  tax  liability  would  increase  Federal  tax  revenues  and 
might  even  pay  for  the  marginal  production  incentives  as  well. 
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Specifically  the  income  produced  from  an  exploratory  well  that 
discovers  a  new  field  would  not  generate  taxable  income  for  the 
producer.  However,  all  subsequent  wells  drilled  to  develop  the  field 
would  be  fully  taxable.  Generally,  a  new  exploratory  field  requires 
6  to  12  new  developmental  wells  to  produce  the  field.  Con- 
sequently, under  this  incentive,  such  exploratory  wells  drilled 
would  generate  significant  amounts  of  new  tax  revenue  and  new 
jobs  as  well. 

The  third  issue  is  tax  simplification  and  technical  corrections. 
First,  a  repeal  of  the  allocation  rule  for  computing  depletion.  Cur- 
rently, a  producer  must  allocate  the  1,000  barrel  depletion  deduc- 
tion equally  on  all  oil  and  gas  producing  properties,  even  when  the 
deduction  is  lost  on  properties  that  are  marginally  economic.  This 
technical  allocation  rule  effectively  limits  depletion  to  less  than 
1,000  barrels  per  day  for  many  producers  and  costs  millions  of  dol- 
lars in  wasted  accounting  time. 

There  is  no  valid  reason  to  require  depletion  to  be  allocated  to 
properties  that  do  not  qualify  for  that  deduction.  Modifying  the  In- 
ternal Revenue  Code  613A(c)(7)  to  permit  a  producer  to  allocate  de- 
pletion to  those  properties  that  qualify  for  the  deduction  would  be 
consistent  with  the  intent  of  the  allowance  and  streamline  account- 
ing procedures. 

Second,  increase  the  net  income  limitation  to  100  percent  for 
computing  the  amounts  of  IDCs  and  tangible  drilling  costs  that  are 
subject  to  the  alternative  minimum  tax,  AMT.  A  producer  that 
spends  more  in  drilling  than  65  percent  of  a  technical  computation 
called  net  oil  and  gas  income,  NOGI,  risks  AMT  penalties. 

Despite  positive  changes  made  in  recent  energy  legislation,  drill- 
ing costs  of  many  new  wells  are  still  subiect  to  these  penalties. 
This  limitation  also  affects  many  of  the  smallest  U.S.  producers.  In- 
creasing the  limit  over  which  drilling  expenses  are  penalized  to 
1986  levels  would  at  least  return  the  AMT  drilling  limits  to  those 
that  existed  before  the  oil  price  collapse. 

Third,  net  income  from  oil  and  gas  operations  for  purposes  of 
computing  Internal  Revenue  Service  Code  59(e)  should  be  modified 
to  minimize  the  penalties  of  the  AMT  on  new  drilling  investments. 
The  Tax  Code  provides  an  election  to  capitalize  and  amortize  IDCs 
over  5  years.  However,  if  a  producer  makes  the  selection,  amounts 
previously  capitalized  and  amortized  currently  might  theoretically 
be  used  to  lower  current  net  oil  and  gas  income,  and  therefore  in- 
crease the  amount  of  current  year  IDCs  that  are  subject  to  the 
AMT  penalty.  A  clarification  that  amortized  sums  from  past  IDC 
investments  should  not  be  used  to  penalize  current  and  future  IDC 
investments  by  reducing  NOGI  is  appropriate. 

Fourth,  net  income  from  oil  and  gas  operation  for  purposes  of 
computing  Internal  Revenue  Service  Code  57(a)(2)  should  be  re- 
duced using  AMT  depreciation  lives.  When  computing  the  amount 
of  IDC  expenditures  that  should  be  subject  to  AMT  penalties,  a 
firm  should  also  not  be  penalized  twice  by  disallowance  of  regular 
tax  depreciation  deductions.  A  clarification  that  AMT  depreciation 
lives  should  be  used  to  compute  AMT  preference  is  appropriate. 

Last,  net  income  from  oil  and  gas  operations  for  purposes  of  com- 
puting Internal  Revenue  Service  Code  57(a)(2)  should  be  reduced 
only  for  expenses  that  are  directly  attributable  to  oil  and  gas  prop- 
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erties.  Indirect  expenses  such  as  overhead  and  interest  can  tech- 
nically be  allocated  to  oil  and  gas  properties  for  certain  tax  pur- 
poses. Only  direct  expenditures,  however,  should  be  used  to  com- 
pute NOGI  for  the  purposes  of  computing  alternative  minimum  tax 
penalties. 

If  indirect  expenses  are  also  computed,  the  AMT  preferences  in- 
crease the  penalties  on  drilling  expenditures  by  artificially  reducing 
the  NOGI. 

I  appreciate  the  opportunity  to  discuss  these  issues  with  the  sub- 
committee and  I  hope  that  this  input  will  aid  in  restructuring  our 
tax  system. 

Chairman  Pickle.  Thank  you,  Mr.  Hogan.  That  was  good  testi- 
mony. 

[The  prepared  statement  follows:] 
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TESTIMONY  OF  MICHAEL  HOGAN 
INDEPENDENT  OIL  &  GAS  ASSOCIATION  OF  NEW  YORK 

My  name  is  Mike  Hogan  I  am  the  President  of  U  S  Energy  Development  Corporation 
Our  offices  are  located  in  Jamestown  and  Buffalo.  New  York  Our  primary  business  is  the 
exploration  for  and  production  of  crude  oil  and  natural  gas  Although  we  operate  in  many 
states,  the  major  portion  of  our  production  is  in  Western  New  York  and  North  West 
Pennsylvania 

In  addition  to  my  duties  as  president  of  US  Energy,  I  am  the  immediate  past  president  of 
the  Independent  Oil  and  Gas  Association  of  New  York  and  its  current  Vice  President  In 
addition,  I  am  the  New  York  representative  to  the  Appalachian  Energy  Group,  a  member 
of  the  Independent  Oil  and  Gas  Association  of  PA,  the  Society  of  Petroleum  Engineers 
and  the  Association  of  Energy  Engineers 

I  appreciate  the  opportunity  to  speak/testify  before  you  I  would  like  to  first  discuss 
general  problems  relating  to  compliance  and  the  regulatory  burden  of  the  federal  tax  laws 
I  will  then  address  some  industry  specific  issues 

We  are  a  small  business  by  most  standards  Marginally  profitable  in  good  years,  and 
break-even  in  poor  years  During  fiscal  year  1994,  we  paid  our  CPA's  roughly  SI 5,000 
for  income  tax  related  work.  This  cost  is  primarily  the  result  of  tedious  record  keeping 
and  calculations  to  determine  whether  we  are  subject  to  the  alternative  minimum  tax  In 
order  to  calculate  our  "AMT"  we  need  to  keep  records  for 

Depreciation    -  4  types  for  each  asset 
-Book 

-  Regular  tax 
-ACE 
-AMT 

Depletion         -  3  types 
-Book 

-  Tax  -  Cost  depletion 

-  Tax  -  Percentage  depletion 

Limits  -  AMT  limits  and  recalculations  regarding  depletion  and 

depreciation 

All  of  this  needs  to  be  calculated  quarterly  to  insure  that  we  are  not  penalized  at  year  end 
for  underpaying  our  quarterly  estimate 

This  may  not  seem  like  a  lot  of  effort  for  larger  companies  who  have  tax  experts  in  house 
However,  with  a  company  the  size  of  ours,  our  accounting  staff  cannot  afford  to  spend  the 
time  or  effort  to  maintain  a  working  knowledge  of  every  code  change  and  revenue  ruling, 
we  are  at  the  mercy  of  our  CPA's  A  small  business  simply  cannot  afford  the  time  or 
capital  to  calculate  and  track  4  depreciation  calculations,  3  depletion  calculations  umpteen 
add  backs,  deductions  limitations  and  cany  forwards  every  3  months  to  make  sure  we  are 
not  remiss  on  our  tax  obligations 

Roughly  4  weeks/year  are  spent  on  nothing  but  tax  compliance  This  is  estimated  to  be 
roughly  $8,000  -  $10,000  in  salary  cost  The  lost  time  is  of  more  concern  than  the  salary 
cost  because  revenue  producing  projects  must  be  put  on  hold  thus  the  actual  financial 
impact  may  be  5  to  10  times  the  wage  cost 

It  seems  that  there  should  be  an  effort  made  to  simplify  the  entire  code  Possibly  a  flat  tax 
system,  such  as  the  one  proposed  by  Texas  Congressman,  Dick  Armey,  would  solve  this 
problem 
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Industry  Specific  Issues 

There  are  three  oil  and  gas  industry  issues  I  would  like  to  discuss  in  this  portion  of  my 
presentation 

1)  Changes  to  the  tax  regulations  that  would  save  marginal  production  from  premature 
abandonment 

2)  Ways  in  which  a  tax  holiday  for  exploratory  wells  will  ultimately  increase  tax  revenues 
(This  has  successfully  been  implemented  in  other  countries  as  well  as  numerous  states) 

3)  Tax  simplification  and  technical  correction 

1)  Save  Marginal  Production 

The  nation  has  more  than  500,000  marginal  oil  and  gas  wells,  which  produce 
approximately  700  million  barrels  of  oil  equivalent  (BOE)  *per  year  These  account  for 
one-third  of  all  oil  imports  each  year  and  contributes  nearly  80,000  jobs  and  close  to  $14 
billion  per  vear  in  economic  activity  Yet,  US  tax  policy  provides  less  than  $1  billion  per 
year  in  percentage  depletion  deductions  for  this  valuable  depleting  resource  Suggested 
ways  to  save  this  marginal  production  from  premature  abandonment  are 

A.  Repeal   the   net   income    limitation    for   computing    percentage   depletion. 

Currently,  low  volume  wells  rarely  qualify  for  percentage  depletion  When  the 
costs  of  operating  a  property  approach  the  revenues  generated  from  the  oil  or  gas 
production,  the  producer  stops  receiving  a  percentage  depletion  allowance  Yet, 
to  continue  operating,  it  is  precisely  this  type  of  property  that  requires  the 
allowance  Repeal  of  the  net  income  limitation  targets  depletion  to  break-even  or 
marginally  uneconomic  properties  Eliminating  the  net  income  limitation  will  not 
allow  taxpayer  to  zero-out  federal  income  tax  liability  because  the  tax  code  also 
contains  a  taxable  limitation  on  depletion 

B.  Exclude  marginal   production   from   the    1,000   barrels-per-day   limitation. 

Marginal  US  production  should  receive  percentage  depletion  at  a  rate  designed  to 
maximize  the  U.S.  resource  base  As  currently  written,  cash  flow  from  older, 
depleted  fields  is  artificially  constrained  by  the  1,000  barrels-per-day  limit  on 
percentage  depletion.  To  ensure  depletion  is  available  to  this  important  resource, 
marginal  production  should  be  excluded  from  the  daily  barrel  limitation  and  should 
qualify  for  a  reasonable  depletion  rate  Increasing  percentage  depletion  for 
marginal  production  can  save  significant  oil  and  gas  reserves  that  would  otherwise 
be  abandoned  prematurely  and  can  extend  the  life  of  older  US  fields  significantly 

2)  Exploratory  Tax  "Holiday"  Can  Increase  Tax  Revenues 

Since  the  collapse  of  oil  prices  in  1986,  US  exploratory  activity  has  declined  to  less  than 
one-half  of  its  former  levels  The  total  number  of  exploratory  wells  drilled  in  the  U.S. 
declined  from  more  than  10,000  per  year  to  less  than  4,000  per  year  Despite 
improvements  in  finding  technology,  dry  hole  rates  still  exceed  70%  of  all  exploratory 
wells  drilled 

As  long  as  oil  and  gas  prices  remain  low,  the  high  front-end  risks  of  exploration  make  it 
uneconomic  Many  countries  including  Canada  and  states  like  Texas  and  Louisiana,  have 
provided  tax  and  royalty  "holidays"  for  new  exploration  In  turn,  successful  new 
exploration  leads  to  new  development  and  new  jobs  Permitting  the  single  well  that 
discovers  a  new  oil  or  gas  field  to  be  produced  without  incurring  new  tax  liability  could 
increase  federal  tax  revenues  and  might  pay  for  marginal  production  incentives  as  well 

*Barrel  of  Oil  Equivalent  (BOE)  -  BOE  represents  volumes  from  both  natural  gas  and  oil 
wells  with  natural  gas  BTU  value  converted  to  that  of  one  BBL  of  oil  (6  MCF  of  gas  =  1 
BBL  of  oil)  For  tax  calculations  Barrel  of  Oil  Equivalent  (BOE)  is  a  generally  accepted 
measure  of  volume 
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Specifically,  the  income  produced  from  an  exploratory  well  that  discovers  a  new  field 
would  not  generate  taxable  income  for  the  producer  However,  all  subsequent  wells 
drilled  to  develop  the  field  would  be  fully  taxable  Generally,  a  new  exploratory  field 
requires  6  to  12  new  developmental  wells  to  produce  the  field  Consequentlv,  under  this 
incentive,  each  exploratory  well  drilled  would  generate  significant  amounts  of  new  tax 
revenues  and  new  jobs  as  well 

3)  Tax  Simplification  and  Technical  Corrections 

A)  Repeal  the  property  allocation  rule  for  computing  depletion.  Currently,  a 
producer  must  allocate  the  1.000  barrel  depletion  deduction  equally  to  all 
producing  properties  even  when  the  deduction  is  lost  on  properties  that  are 
marginally  economic  This  technical  allocation  rule  effectively  limits  depletion  to 
less  than  1.000  barrels  per  day  for  many  producers  and  cost  millions  of  dollars  in 
wasted  accounting  time  There  is  no  valid  reason  to  require  depletion  to  be 
allocated  to  properties  that  do  not  qualify  for  the  deduction  Modifying 
IRC§613A(c)(7)  to  permit  a  producer  to  allocate  depletion  to  those  properties  that 
qualify  for  the  deduction  would  be  consistent  with  the  intent  of  the  allowance,  and 
streamline  accounting  procedures 

B)  Increase  the  net  income  limitation  to  100%  for  computing  the  amounts  of 
IDCs  that  are  subject  to  the  AMT.  A  producer  that  spends  more  in  drilling  than 
65%  of  a  technical  computation  called  "net  oil  and  gas  income"  (NOGI)  risks 
AMT  penalties  Despite  positive  changes  made  by  recent  energy  legislation, 
drilling  costs  of  many  new  wells  are  still  subjected  to  these  penalties.  This 
limitation  also  affects  many  of  the  smallest  US  producers  Increasing  the  limit 
over  which  drilling  expenses  are  penalized  to  1986  levels  would  at  least  return  the 
AMT  drilling  limits  to  those  that  existed  before  the  oil  price  collapse. 

C)  Net  income  from  oil  and  gas  operations  for  purposes  of  computing 
IRC§59(e).  To  minimize  the  penalties  of  the  AMT  on  new  drilling  investments, 
the  tax  code  provides  an  election  to  capitalize  and  amortize  IDCs  over  five  years 
However,  if  a  producer  makes  this  election  under  IRC§59(e),  amounts  previously 
capitalized  and  amortized  currently  might  theoretically  be  used  to  lower  current 
"net  oil  and  gas  income"  and,  therefore,  increase  the  amount  of  current  year  IDCs 
that  are  subject  to  the  AMT/TDC  penalty  A  clarification  that  amortized  sums  from 
past  IDC  investments  should  not  be  used  to  penalize  current  and  future  IDC 
investments  by  reducing  NOGI  is  appropriate 

D)  Net  income  from  oil  and  gas  operations  for  purposes  of  computing 
IRC§57(a)(2)  should  be  reduced  using  AMT  depreciation  lives.  When 
computing  the  amount  of  IDC  expenditures  that  should  be  subject  to  AMT 
penalties,  a  firm  should  not  also  be  penalized  twice  by  disallowance  of  regular  tax 
depreciation  deductions  A  clarification  that  AMT  depreciation  lives  should  be 
used  to  compute  AMT  preferences  is  appropriate 

E)  Net  income  from  oil  and  gas  operations  for  purposes  of  computing 
IRC§57(a)(2)  should  be  reduced  only  for  expenses  that  are  "directly 
attributable"  to  oil  and  gas  properties  and  not  "amounts  allocated"  to  oil  and  gas 
properties  Indirect  expenses  such  as  overhead  and  interest  can  technically  be 
"allocated"  to  oil  and  gas  properties  for  certain  tax  purposes  Only  direct 
expenditures,  however,  should  be  used  to  compute  NOGI  for  purposes  of 
computing  AMT  penalizes  If  indirect  expenses  are  also  to  compute  the 
AMT/IDC  preferences,  it  increases  the  penalties  on  drilling  expenditures  by 
artificially  reducing  NOGI 

I  appreciate  the  opportunity  to  discuss  this  issue  with  the  committee  I  hope  this  input  will 
aid  in  the  restructuring  of  our  tax  system. 
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Chairman  Pickle.  Coming  from  the  southwest  part  of  the  coun- 
try, I  am  sympathetic  to  many  of  the  recommendations,  and  I  pre- 
sume that  through  all  these  hearings  we  are  going  to  be  hearing 
complaints  about  the  alternative  minimum  tax  and  the  burden  it 
imposes  on  you.  I  think,  Mr.  Hogan,  I  would  admit  to  you  first, 
when  the  AMT  was  instituted,  it  was  done  for  revenue  purposes, 
and  I  think  we  should  be  honest  about  it. 

Also,  there  is  the  basic  problem  that  Americans  I  think  would 
want  to  have  us  adhere  to  in  the  Tax  Code  and  that  is  that  every- 
body ought  to  pay  some  fair  tax  of  some  kind  and  not  be  able  to 
escape  tax  entirely,  because  if  we  did  that,  then  we  couldn  t  run 
the  country.  So  they  are  both  legitimate  areas  that  are  right. 

Now,  how  we  balance  them  properly  or  correctly  I  think  is  the 
reason  why  we  are  holding  these  kind  of  hearings  today.  But 
thanks,  Mr.  Hogan.  Now,  Mr.  Hogan  talked  a  little  bit  more  than 
his  5  minutes — he  had  a  full  two  pages  of  testimony  he  wanted  to 
give  and  he  gave  it  all.  We  have  that  for  the  file.  I  want  to  ask 
each  one  of  you  to  honor  the  5-minute  rule.  Our  staff  will  be  giving 
you  a  little  note  that  your  5  minutes'  time  has  expired.  I  am  not 
going  to  hold  you  tightly  to  the  limit,  but  we  must  move  along. 
Now  we  will  hear  from  the  representative  of  Eastman  Kodak. 

STATEMENT  OF  ROBERT  M.  DOBRESKI,  DIRECTOR, 
CORPORATE  TAX,  EASTMAN  KODAK  CO.,  ROCHESTER,  N.Y. 

Mr.  Dobrkski.  Good  morning.  I  will  cut  down  my  speech  that  is 
in  front  of  you. 

Chairman  Pickle.  We  don't  want  to  cut  off  anybody's  testimony, 
but  we  want  to  try  to  move  along. 

Mr.  Dobrkski.  Thank  you  for  allowing  me  to  testify  today.  I  am 
from  Eastman  Kodak  Co.  which  is  headquartered  in  Rochester, 
N.Y.  Kodak  is  a  multinational  corporation  with  over  110,000  em- 
ployees operating  in  more  than  150  foreign  countries  and  has  sales 
in  excess  of  $16  billion. 

So  today  I  would  like  to  discuss  the  ever-increasing  burden  on 
large  multinational  companies  in  complying  with  the  very  complex 
tax  laws  and  regulations.  I  have  been  with  Kodak  for  25  years  and 
all  but  a  few  of  them  have  been  in  the  tax  department.  Over  this 
time  I  have  seen  our  staffing  levels  and  departmental  costs  in- 
crease and  our  Federal  tax  return  grow  larger  and  larger. 

The  majority  of  this  increase  has  taken  place  in  the  past  10 
years.  Since  1984,  my  international  and  Federal  staff  has  increased 
by  65  percent  and  we  have  plans  to  hire  two  additional  people  next 
year.  In  1984,  our  U.S.  Federal  tax  return  weighed  about  16 
pounds.  Today  it  weighs  35  pounds.  We  do  not  have  cost  records 
back  to  1984,  but  since  1990  my  departmental  expense  has  in- 
creased by  90  percent. 

These  increases  are  a  direct  result  of  the  tax  law  changes  in  the 
eighties,  particularly  the  Tax  Simplification  Act  of  1986.  After  this 
act,  the  international  laws  became  so  complex  that  we  had  no 
choice  but  to  use  a  software  package  to  prepare  our  Federal  return. 
The  mechanization  of  our  return  process  was  the  only  benefit  of 
this  absurd  tax  bill  which  caused  a  quantum  leap  in  our  compli- 
ance burden. 
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In  my  opinion,  the  cause  of  this  increasing  compliance  burden  is 
due  to  the  tax  law  being  continually  changed.  Also,  when  such 
changes  are  contemplated  by  Congress,  they  are  only  concerned 
with  raising  revenue.  There  is  absolutely  no  thought  given  to  the 
difficulty  of  implementing  these  law  changes.  A  good  example  was 
the  law  passed  a  few  years  ago  in  which  20  percent  of  all  meals 
and  entertainment  expenses  were  nondeductible.  This  was  a  simple 
law  change,  easily  understood  with  a  small  increase  in  revenue. 
However,  what  does  that  do  to  a  large  company  like  ours?  For  us, 
since  we  do  not  automatically  capture  meals  and  entertainment  ex- 
penses in  our  accounting  systems,  it  created  significant  problems. 
It  meant  creating  a  system  to  extract  from  our  250,000  yearly  trav- 
eling expense  reports  these  specific  categories.  In  addition,  we  had 
to  devise  a  special  accounting  code  to  be  used  when  these  expenses 
are  incurred  outside  of  the  travel  expense  report.  We  are  doing  the 
best  we  can  to  uncover  all  the  meals  and  entertainment  expenses, 
but  inevitably  some  will  be  missed. 

This  is  where  the  IRS  will  step  in  and  increase  our  compliance 
burden  even  more  since  this  is  a  permanent  adjustment.  They  will 
scrutinize  our  records  beyond  reasonableness  which  will  increase 
the  workload  of  my  department.  It  is  not  until  the  audit  has  been 
completed  that  compliance  finally  comes  to  an  end. 

I  highlight  this  example  because  on  the  surface  this  appears  to 
be  an  easy  tax  law  change.  Unfortunately,  it  is,  especially  when 
compared  to  changes  in  international  tax  law. 

Now  I  would  like  to  discuss  a  few  changes  which  would  reduce 
our  compliance  burden  and  should  not  significantly  reduce  reve- 
nues. In  my  full  testimony,  I  had  seven  of  these  listed,  and  I  am 
just  going  to  mention  three  at  the  most. 

The  first  one  is  the  automobile  lease  income  inclusion.  The  pur- 
pose of  this  regulation  is  to  prevent  taxpayers  from  leasing  luxury 
automobiles  and  obtaining  a  full  tax  deduction.  I  totally  agree  with 
the  concept  of  preventing  this  abuse.  However,  the  problem  is  the 
inclusion  begins  when  the  fair  market  value  of  an  auto  exceeds 
$12,800.  For  our  company  to  determine  this  inclusion  amount  for 
1993  required  a  report  of  241  pages  with  nine  columns.  After  all 
of  this  work,  our  add  back  was  only  $18,000.  The  reason  for  this, 
and  I  would  think  for  most  large  companies,  is  we  do  not  lease  lux- 
ury autos,  especially  with  the  pressure  we  are  under  to  reduce 
costs.  The  problem  with  this  regulation  is  that  a  luxury  automobile 
does  not  begin  at  $12,800.  I  recommend  raising  this  limit  to  a  mini- 
mum of  $20,000  so  that  it  at  least  approaches  the  level  of  a  real 
luxury  automobile. 

The  next  area  is  the  uniform  capitalization,  section  263A.  This 
was  part  of  the  Tax  Simplification  Act  of  1986  which  expanded  the 
types  of  costs,  such  as  storage  and  tax  depreciation,  that  must  now 
be  inventoried.  This  was  a  classic  example  of  the  need  to  raise  rev- 
enue with  no  consideration  given  to  compliance  implications  and 
whether  under  generally  accepted  accounting  principles  these  are 
really  inventoriable  costs.  Prior  to  this  law  change,  Kodak  had  book 
and  tax  conformity  on  the  costs  subject  to  inventory.  As  a  result, 
we  were  able  to  prepare  our  tax  return  using  the  book  inventory 
amounts  determined  in  January.  This  is  no  longer  possible.  One 
could  argue  that  only  one  reporting  system  would  be  required  if 
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these  new  laws  were  followed  for  book  purposes.  However,  this  is 
not  possible  because  one  of  the  items  we  must  now  inventory  is  tax 
depreciation,  rather  than  book  depreciation.  Since  tax  depreciation 
is  not  determined  until  March  of  the  following  year,  it  obviously 
cannot  be  used  to  close  our  year-end  books.  So  in  order  to  comply 
with  section  263A,  we  first  have  to  determine  the  amount  of  these 
additional  costs  and  then  rerun  our  entire  inventory  system. 

This  entire  process  is  not  completed  until  early  June.  Our  com- 
pany is  incurring  significant  costs  to  comply  with  this  law  and  the 
adjustments  to  inventory,  which  are  timing — are  not  significant. 
This  small  adjustment  appears  to  be  due  to  our  continued  empha- 
sis on  reducing  inventory  levels.  I  think  that  goes  for  other  large 
companies.  I  recommend  that  263A  be  reviewed  again  to  see  if 
their  original  revenue  estimates  are  being  attained.  I  don't  think 
this  has  ever  been  done,  but  it  should  be  done  here.  If  revenue  esti- 
mates are  not  being  attained,  then  consideration  should  be  given 
to  repealing  this  section.  For  our  company,  this  section  of  the  law 
causes  the  most  significant  burden. 

The  last  item  I  will  discuss  is  form  5471  which  is  the  information 
return  for  foreign  corporations.  This  form  is  required  to  be  com- 
pleted for  all  CFCs  included  as  part  of  our  U.S.  corporate  income 
tax  return.  This  form  is  five  pages  in  length,  asking  for  voluminous 
information  which  is  not  used  in  the  calculation  of  taxes,  but  mere- 
ly provides  statistical  data  to  the  IRS.  We  have  to  prepare  over  200 
of  these  forms  each  year  which  requires  considerable  work  on  the 
part  of  my  department,  as  well  as  our  overseas  companies. 

The  IRS  eased  our  compliance  burden  slightly  a  few  years  ago 
when  they  allowed  dormant  corporations  to  file  only  the  front  page 
of  5471.  The  definition  of  a  dormant  company  is  one  conducting  no 
business,  has  less  than  $5,000  of  income  and  expenses  and  less 
than  $100,000  of  assets. 

My  recommendation  is  this  concept  be  expanded  for  large  cor- 
porations. For  those  CFCs  with  no  subpart  F  income  and  dividends 
during  the  year,  with  less  than  $100  million  of  income  and  ex- 
penses and  less  than  $100  million  of  assets,  only  page  1  of  form 
5471  needs  to  be  completed.  Since  there  would  be  no  revenue  lost, 
this  should  be  a  serious  consideration. 

Overall,  something  needs  to  be  done  with  the  compliance  or  in 
the  next  10  years,  my  staff  will  continue  to  grow  and  I  will  have 
difficulty  finding  a  large  enough  scale  to  weigh  our  tax  return.  You 
should  begin  by  keeping  corporate  tax  law  changes  to  a  minimum. 
As  mentioned  in  the  Tax  Foundation  Study,  since  1954,  there  have 
been  31  substantial  amendments  to  the  code,  an  average  of  one 
every  1.3  years.  You  cannot  allow  this  trend  to  continue.  If  you 
must  make  changes,  then  it  is  essential  that  you  have  someone 
with  practical  experience,  underline  practical,  assessing  the  compli- 
ance difficulty  before  the  law  is  enacted.  The  growth  in  the  cost  of 
compliance  simply  cannot  continue  if  American  business  is  to  stay 
ahead  of  their  foreign  competition. 

Mr.  Chairman,  this  concludes  my  prepared  remarks  and  I  thank 
you. 

Chairman  Pickle.  Well,  I  thank  you  Mr.  Dobreski. 

[The  prepared  statement  follows:] 
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Testimony  to  the  Subcommittee  on  Oversight  of  the  Committee  on  Ways  and 
Means  on  the  Compliance  Costs  and  Regulatory  Burden  Imposed  by  the  Federal 
Tax  Laws  on  Individuals  and  Business  Taxpayers. 
Robert  M.  Dobreski,  Director  Corporate  Tax,  Eastman  Kodak  Company 

I  am  Robert  Dobreski  representing  Eastman  Kodak  Company  which  is  headquartered 
in  Rochester,  New  York.  Kodak  is  a  multinational  corporation  with  over  1 10,000 
employees,  operating  in  more  than  150  foreign  countries  and  sales  in  excess  of  $16 
billion 

I  would  like  to  discuss  the  ever  increasing  burden  on  large  multinational  companies  in 
complying  with  the  very  complex  tax  laws  and  regulations.  I  have  been  with  Kodak 
for  25  years  with  all  but  a  few  of  them  in  the  Corporate  Tax  Department.  Over  this 
time  I  have  seen  our  staffing  levels  and  departmental  costs  increase  and  our  federal  tax 
return  grow  larger  and  larger.  The  majority  of  this  increase  has  taken  place  in  the  last 
10  years.  Since  1984  my  International  and  Federal  staff  has  increased  by  65%  and  we 
have  plans  to  hire  two  additional  people  in  1995.  In  1984  our  US  Federal  tax  return 

weighed  about  16  lbs today  it  weighs  35  lbs!  We  do  not  have  cost  records  back 

to  1984  but  since  1990  my  departmental  expense  has  increased  by  90%.  These 
increases  are  a  direct  result  of  all  the  law  changes  in  the  1980s,  particularly  the  Tax 
SIMPLIFICATION  Act  of  1986.  After  this  act,  the  international  laws  became  so 
complex  that  we  had  no  choice  but  to  use  a  software  package  to  prepare  our  federal 
return.  The  mechanization  of  our  return  process  was  the  only  benefit  of  this  absurd 
tax  bill  which  caused  a  quantum  leap  in  our  compliance  burden. 

In  my  opinion  the  cause  of  this  increasing  compliance  burden  is  due  to  the  tax  law 
being  continually  changed.  Also,  when  such  changes  are  contemplated  by  Congress 
they  are  only  concerned  with  raising  revenue.  There  is  absolutely  no  thought  given  to 
the  difficulty  of  implementing  these  law  changes.  A  good  example  was  the  law  passed 
a  few  years  ago  in  which  20%  of  all  meals  and  entertainment  expenses  were 
nondeductible    This  was  a  simple  law  change,  easily  understood,  with  a  small  increase 
in  revenue.  However,  what  burden  did  this  place  on  large  companies?  For  us,  since 
we  do  not  automatically  capture  meals  and  entertainment  expenses  in  our  accounting 
system,  it  created  significant  problems.  It  meant  creating  a  system  to  extract  from  our 
250,000  yearly  travel  expense  reports  these  specific  categories.  In  addition,  we  had  to 
devise  special  accounting  codes  to  be  used  when  these  expenses  are  incurred  outside 
of  a  travel  expense  report.  We  are  doing  the  best  we  can  to  uncover  all  of  these  meals 
and  entertainment  expenses  but  inevitably  some  will  be  missed    This  is  where  the  IRS 
will  step  in  and  increase  our  compliance  burden  even  more.  Since  this  is  a  permanent 
adjustment  they  will  scrutinize  our  records  beyond  reasonableness  which  will  increase 
the  workload  of  my  department.  It  is  not  until  the  audit  has  been  completed  that 
compliance  finally  comes  to  an  end.  I  highlight  this  example  because  on  the  surface 
this  appears  to  be  an  easy  law  change.  Unfortunately  it  is,  especially  when  compared 
to  changes  in  the  international  tax  law. 

Now  I  would  like  to  discuss  a  few  changes  which  would  reduce  our  compliance 
burden  and  should  not  significantly  reduce  revenues. 

•     Charitable  Contribution  Substantiation  Requirement 

The  need  for  coordinated  examination  program  (CEP)  taxpayers  to  receive 
written  acknowledgment  from  the  donee  organization  for  donations  of  $250  or 
more  seems  to  be  an  unnecessary  burden.  It  appears  the  purpose  of  this  was 
aimed  at  individuals  and  small  corporations  who  are  not  audited  every  year  and 
also  to  determine  whether  goods  and  services  are  received  from  the'donee 
organization  in  exchange  for  the  contribution.  Since  large  corporations  are 
audited  every  year  and  it  is  my  experience  that  goods  and  services  are  rarely 
received  by  large  corporations  from  a  donee  organization,  I  recommend  that 
this  substantiation  requirement  be  dropped  for  all  CEP  taxpayers. 
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Automobile  Lease  Income  Inclusion 

The  purpose  of  this  regulation  is  to  prevent  taxpayers  from  leasing  luxury 
automobiles  and  obtaining  a  full  tax  deduction.  I  totally  agree  with  the  concept 
of  preventing  this  abuse.  However,  the  problem  is  the  inclusion  begins  when 
the  fair  market  value  of  the  auto  exceeds  $12,800.  For  our  company  to 
determine  this  inclusion  amount  for  1993  required  a  report  of  241  pages  with  9 
columns.  After  all  of  this  work  our  addback  was  only  $18,000.  The  reason  for 
this,  and  I  would  think  for  most  large  companies,  is  we  do  not  lease  luxury 
autos  especially  with  the  pressure  we  are  all  under  to  reduce  costs  The 
problem  with  this  regulation  is  that  a  luxury  automobile  does  not  begin  at 
$12,800.  I  recommend  raising  this  limit  to  a  minimum  of  $20,000  so  that  it  at 
least  approaches  the  level  of  a  real  luxury  automobile. 

Capitalization  Limit 

Currently  there  is  no  dollar  limit  for  capitalizing  an  asset  for  tax  purposes.  The 
law  simply  states  if  the  useful  life  of  the  asset  exceeds  one  year  then  it  must  be 
capitalized.  For  large  corporations  this  is  a  significant  burden  to  maintain 
capital  records  for  items  having  a  low  cost.  At  Kodak  we  are  a  highly  capital  - 
intensive  company  and  spend  about  $1  billion  a  year  on  capital  additions. 
Similar  to  other  large  corporations,  for  financial  statement  reporting  purposes 
we  have  established  a  minimum  dollar  amount  before  an  item  is  capitalized. 
Since  there  is  no  such  rule  for  tax  purposes  we  must  still  capture  these 
expensed  items  and  capitalize  them.  Obviously,  this  creates  a  great  amount  of 
work  for  my  department.  I  recommend  at  least  for  large  corporations,  that 
items  under  $2,000  should  be  expensed  for  tax  purposes    The  revenue  loss 
should  be  small  since  depreciation  is  a  timing  item  and  our  compliance  burden 
would  be  greatly  reduced. 

Uniform  Capitalization  (Section  263A) 

This  was  part  of  the  Tax  Simplification  Act  of  1986  which  expanded  the  types 
of  costs,  such  as  storage  and  tax  depreciation,  that  must  now  be  inventoried. 
This  was  a  classic  example  of  the  need  to  raise  revenue  with  no  consideration 
given  to  compliance  implications  and  whether  under  generally  accepted 
accounting  principles  these  are  really  inventoriable  costs    Prior  to  this  law 
change,  Kodak  had  financial  statement  (book)  and  tax  conformity  on  the  costs 
subject  to  inventory.  As  a  result  we  were  able  to  prepare  our  tax  return  using 
the  book  inventory  amounts  determined  in  January.  This  is  no  longer  possible 
One  could  argue  that  only  one  reporting  system  would  be  required  if  these 
new  tax  rules  were  followed  for  book  purposes    However,  this  is  not  possible 
because  one  of  the  items  we  must  now  inventory  is  tax  depreciation  rather  than 
book  depreciation.  Since  tax  depreciation  is  not  determined  until  March  of  the 
following  year  it  obviously  cannot  be  used  to  close  our  year  end  books    So  in 
order  to  comply  with  Section  263  A  we  have  to  first  determine  the  amount  of 
these  additional  costs  and  then  rerun  our  inventory  system.  This  entire  process 
is  not  completed  until  early  June.  Our  company  is  incurring  significant  costs  to 
comply  with  this  law  and  the  adjustments  to  inventory,  which  are  timing,  are 
not  significant.  This  small  adjustment  appears  to  be  due  to  our  continued 
emphasis  on  reducing  inventory  levels.  I  recommend  that  Section  263  A  be 
reviewed  again  to  see  if  the  original  revenue  estimates  are  being  attained.  If 
not,  then  consideration  should  be  given  to  repealing  this  section.  For  our 
company  this  section  of  the  law  causes  the  most  significant  compliance  burden 

Translation  of  Foreign  Income  Taxes 

Current  law  requires  that  foreign  income  taxes  be  translated  at  the  spot 
exchange  rate  on  the  date  paid.  This  results  in  considerable  work  due  to  the 
large  volume  of  income  tax  payments  that  most  multinational  companies  incur. 
Many  countries  require  monthly  payments  of  income  tax,  and  some  also  have 
more  than  one  type  of  income  tax.  Not  only  is  it  time-consuming  looking  up 
exchange  rates  and  translating  these  income  tax  payments,  it  can  be  difficult 
determining  the  date  that  specific  income  tax  payments  were  made.  For 
example,  many  countries  allow  taxes  that  were  withheld  at  source  to  be 
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credited  against  a  company's  income  tax  liability,  such  as  bank  withholding  tax 
on  interest.  I  recommend  translating  foreign  income  taxes  using  the  average 
exchange  rate  for  the  taxable  year,  rather  than  the  spot  exchange  rate.  The 
revenue  loss  should  be  insignificant 

•  Earnings  and  Profits  (E&P)  Computation 

U.S.  multinational  companies  are  required  to  compute  the  earnings  and  profits 
(E&P).of  their  foreign  subsidiaries  for  tax  purposes.  The  E&P  computations 
normally  involve  adjusting  the  subsidiary's  book  earnings  statement  to  reflect 
U.S.  financial  and  tax  accounting  requirements.  For  our  company  we  have  to 
make  over  150  E&P  calculations  each  year.   Since  many  of  the  adjustments, 
such  as  depreciation,  are  timing  and  with  the  commencement  of  the  pooling 
requirements  for  all  post- 1986  E&P,  the  impact  of  E&P  adjustments  made 
each  year  has  been  greatly  reduced.  Corporations  routinely  receive  for 
financial  reporting  purposes  foreign  subsidiary  financial  statements  prepared 
under  US  generally  accepted  accounting  principals  (GAAP)    I  recommend  a 
revision  to  the  U.S.  tax  rules  to  allow  the  use  of  GAAP  financial  statements  in 
place  of  the  current  E&P  computations.  This  would  greatly  reduce  the 
administrative  burden  for  all  large  multinational  corporations  and  have  an 
insignificant  revenue  loss. 

•  Form  5471  —  Information  Return  for  Foreign  Corporations 

This  form  is  required  to  be  completed  for  all  controlled  foreign  corporations 
(CFC)  and  included  as  part  of  our  U.S.  Corporate  Income  Tax  Return.  This 
form  is  5  pages  in  length  asking  for  voluminous  information  which  is  not  used 
in  the  calculation  of  taxes  but  merely  provides  statistical  data  to  the  IRS.  We 
have  to  prepare  over  200  of  these  forms  each  year  which  requires  considerable 
work  on  the  part  of  my  department  as  well  as  our  overseas  companies    The 
IRS  eased  our  compliance  burden  slightly  a  few  years  ago  when  they  allowed 
"dormant"  corporations  to  file  only  the  front  page  of  Form  5471.  The 
definition  of  "dormant"  company  is  one  conducting  no  business,  has  less  than 
$5,000  of  income  and  expenses  and  less  than  $100,000  of  assets.  My 
recommendation  is  this  concept  be  expanded  for  large  corporations    For  those 
CFC's  which  have  no  subpart  F  income  and  dividends  during  a  year  with  less 
than  $100  Million  of  income  and  expenses  and  less  than  $100  Million  of  assets 
only  page  1  of  the  Form  5471  needs  to  be  completed    Since  there  would  be  no 
revenue  loss  this  should  be  given  serious  consideration 

Overall  something  needs  to  be  done  with  compliance  or  in  the  next  10  years  my  staff 
will  continue  to  grow  and  I  will  have  difficulty  finding  a  large  enough  scale  to  weigh 
our  return  You  should  begin  by  keeping  corporate  tax  law  changes  to  a  minimum    As 
mentioned  in  a  Tax  Foundation  Study,  since  1954  there  have  been  3 1  substantial 
amendments  to  the  code,  an  average  of  1  every  1.3  years    You  cannot  allow  this  trend 
to  continue.  If  you  must  make  changes  then  it  is  essential  you  have  someone  with 
practical  experience  assessing  the  compliance  difficulty  before  the  law  is  enacted.  The 
growth  in  the  cost  of  compliance  simply  cannot  continue  if  American  business  is  to 
stay  ahead  of  their  foreign  competition. 
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Chairman  Pickle.  I  noticed  you  have  given  seven  different  rec- 
ommendations for  us  to  consider,  and  they  are  good  recommenda- 
tions. I  would  agree,  a  lot  of  this  is  done  for  revenue  purposes.  I 
notice  in  your  testimony  you  said  the  most  important  problem  we 
really  face  is  in  the  uniform  capitalization  section  263A. 

Mr.  Dobreski.  Correct. 

Chairman  Pickle.  And  you  say  that  is  a  classic  example  of  try- 
ing to  raise  revenue  without  considering  the  compliance  burden.  I 
rather  suspect  that  is  the  heart  of  our  concern  today  with  many  of 
the  businesses,  and  I  notice  your  recommendations  and  will  pass 
them  on. 

Let  me  ask  you,  I  notice  you  are  wanting  to  make  changes  in  the 
foreign  tax  credit  area,  transfer  pricing  area.  Does  your  company 
object  to  the  transfer  pricing  system  we  have  now  or  do  you  think 
it  should  be  changed? 

Mr.  Dobreski.  What  is  difficult  in  the  transfer  pricing  system  is 
the  fact  that  everyone  in  Congress  thinks  that  the  American  busi- 
nesses are  shifting  earnings  overseas  and  they  are  trying  to  stop 
you  from  doing  that.  And  because  of  that,  the  new  law  includes  sig- 
nificant penalties  if  you  don't  have  a  contemporaneous  document  or 
follow  the  correct  pricing  method.  Our  company  just  doesn't  shift 
earnings  for  tax  purposes.  We  are  now  expending  close  to  $1  mil- 
lion to  hire  a  Big  Six  accounting  firm  to  help  us  document  all  of 
our  pricing  methods,  and  again,  we  don't  feel  we  are  pricing  inten- 
tionally to  avoid  taxes. 

Chairman  Pickle.  Well,  this  is  not  the  time,  but  let  me  make  a 
comment.  The  investigation  that  this  subcommittee  has  held  in  the 
area  of  transfer  pricing  was  for  the  purpose  of  trying  to  determine 
whether  foreign  companies  are  gaming  our  system,  selling  billions 
and  billions  of  dollars  of  goods  in  this  country  and  paying  no  tax 
for  it,  or  very  little  tax? 

And  we  found  instances  where  that  was  true  over  and  over 
again,  and  we  are  trying  to  see  what  is  the  size  of  this  problem  and 
can  we  require  the  foreign  companies  to  give  us  more  information. 
By  and  large  they  can  out-lawyer  us.  They  go  into  court  with  100 
lawyers  and  our  IRS  people  go  into  court  with  3  lawyers,  and  I 
don't  know  if  lawyers  are  the  problem,  but  it  makes  a  difference, 
and  we  are  trying  to  figure  what  is  fair. 

I  must  say  to  you  now,  I  will  say  to  our  Internal  Revenue  Service 
here  today,  we  still  can't  get  good  information  on  the  transfer  pric- 
ing question.  Now,  I  think  we  must  admit  that  whatever  we  re- 
quire of  a  foreign  company,  whether  it  is  Japan  or  Germany  or 
England,  that  whatever  limitation  we  put  on  them  to  make  sure 
they  pay  their  just  portion  in  taxes,  the  same  principle  must  apply 
to  you,  Mr.  Dobreski,  at  Eastman  Kodak.  It  works  both  ways. 

Mr.  Dobreski.  Right. 

Chairman  Pickle.  That  is  a  question  that  hasn't  been  solved  yet. 
We  have  made  some  changes  by  allowing  advanced  pricing  agree- 
ments, and  I  think  that  is  a  good  step. 

The  recommendations  you  made  today  are  good  ones  and  I  appre- 
ciate your  testimony  very  much. 

Mr.  Houghton,  I  would  make  a  comment.  I  am  not  trying  to  do 
all  the  talking  here.  Do  you  have  any  questions  at  this  point? 

Mr.  Houghton.  No.  I  think  I  will  wait  until  the  end  of  the  panel. 
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Chairman  PlCKLE.  I  will  do  the  same  thing  then.  Next,  Mr. 
DiMuzio  who  represents  the  Bausch  &  Lomb  of  Rochester. 

STATEMENT  OF  DAVID  A.  DiMUZIO,  STAFF  VICE  PRESIDENT, 
TAX,  BAUSCH  &  LOMB,  INC.,  ROCHESTER,  N.Y. 

Mr.  DiMuzio.  Thank  you,  Mr.  Chairman,  Congressman  Hough- 
ton. I  am  David  DiMuzio  representing  Bausch  &  Lomb,  Inc.  of 
Rochester,  N.Y.  To  give  the  relative  size  of  my  company  as  Mr. 
Dobreski  did  for  Kodak,  we  have  about  14,500  workers.  We  are  in 
70  countries  and  our  annual  sales  are  about  $2  billion. 

I  would  like  to  thank  the  subcommittee  for  the  opportunity  to 
present  these  comments  and  also  to  commend  you  for  taking  the 
trouble,  time,  and  effort  to  raise  this  question  and  address  this 
problem  in  the  first  place.  I  believe  that  the  compliance  burden 
placed  on  corporate  taxpayers  is  a  problem  of  serious  proportions 
and  furthermore,  that  it  is  getting  worse.  I  believe  that  the  ineffi- 
ciencies in  the  tax  system  place  an  equally  heavy  burden  on  the 
government  by  making  it  more  difficult  for  the  Treasury  and  the 
IRS  to  interpret  and  enforce  the  laws. 

The  cost  of  complying  with  the  tax  laws  and  the  administrative 
burdens  placed  on  taxpayers  are  not  new  topics,  but  they  have  re- 
ceived greater  emphasis  in  recent  years.  While  there  are  many  con- 
tributing factors,  I  believe  that  this  greater  attention  is  due  to  two 
conflicting  trends.  The  rules  and  regulations  have  been  becoming 
increasingly  complex,  while  at  the  same  time,  many  companies  are 
trying  to  find  a  better  way  to  do  business,  streamline  their  oper- 
ations, reduce  costs,  and  gain  or  regain  a  competitive  advantage. 

Unfortunately,  the  efforts  to  reduce  the  corporate  compliance 
burden  too  often  are  characterized  as  pleas  for  "corporate  welfare," 
to  borrow  a  phrase  from  the  Secretary  of  Labor.  I  believe  that  that 
characterization  is  inaccurate  and  that  the  primary  issue  here  is  ef- 
ficiency, the  efficiency  of  the  tax  system. 

Stepping  back  and  looking  at  the  forest  instead  of  the  individual 
trees,  it  is  clear  that  the  inefficiencies  in  the  system  are  caused  by 
special  calculations  and  recordkeeping  requirements.  Much  of  this 
is  a  result  of  a  growing  divergence  of  the  definition  for  income  of 
tax  purposes  and  financial  accounting  purposes.  Tax  and  financial 
accounting  income  never  have  been  exactly  the  same,  however, 
through  the  eighties  the  concept  of  income  and  expense  began  to 
separate  to  a  point  where  now  there  are  significant  differences  be- 
tween the  financial  accounting  income  and  taxable  income. 

Today,  for  instance,  the  accrual  method  of  tax  accounting  only 
really  applies  to  revenue  earned  by  corporate  taxpayers.  Corporate 
taxpayers  pay  tax  when  they  make  a  sale  before  they  collect  cash, 
but  in  effect  they  can't  take  a  deduction  in  many  cases  until  they 
pay  cash. 

In  1994  therefore  with  U.S.  companies  facing  global  competition, 
we  find  ourselves  contending  with  diametrically  opposing  forces. 
Companies  are  streamlining  and  downsizing,  trying  to  do  more 
with  less,  redesigning  accounting  and  financial  systems  that  will 
serve  marketing,  human  resource  and  engineering  personnel,  as 
well  as  the  accountants,  all  going  in  one  direction,  the  government 
asking  the  special  computations  be  done  for  indefinite  periods  of 
time,  for  temporary  or  illusory  revenue  gains  going  in  the  other.  It 
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is  no  wonder  that  frustration  with  tax  laws  is  so  pervasive,  even 
among  tax  professionals. 

I  have  two  examples  in  my  testimony,  one  the  alternative  mini- 
mum tax,  the  other  the  263A.  We  have  heard  testimony  on  both 
this  morning.  Let  me  skip  over  those  and  move  to  my  further  com- 
ments, just  to  save  some  time. 

These  examples  share  characteristics  that  lead  to  overall  Tax 
Code  inefficiency  and  that  are  seen  in  a  majority  of  similar  problem 
provisions.  They  require  separate  records  of  calculations  that  tax- 
payers otherwise  have  no  reason  to  keep.  They  impose  a  continuing 
compliance  burden  on  all  corporations,  even  though  they  may  re- 
sult in  relatively  minor  or  sporadic  tax  collections.  They  absorb 
enormous  amounts  of  IRS  time  and  administrative  appeal  re- 
sources, and  furthermore,  the  revenue  generated  by  these  provi- 
sions is  not  so  much  a  tax  increase  as  it  is  a  borrowing  from  future 
government  revenues. 

As  to  this  last  point,  Chairman  Pickle,  a  moment  ago  you  men- 
tioned that  the  AMT  was  enacted  to  raise  revenue,  and  in  effect 
what  that  did,  as  far  as  corporations  are  concerned,  was  to  advance 
revenue  from  one  year  to  another.  Since  you  allow  corporations  a 
full  credit  for  future  year's  tax  payments  for  any  AMT  tax  today, 
it  really  is  an  acceleration  of  a  tax  payment,  in  effect,  borrowing 
from  a  future  revenue  stream. 

Repealing  these  or  similar  provisions  therefore  is  not  "corporate 
welfare,"  but  a  real  simplification  with  savings  in  administrative 
cost  and  burdens  to  both  corporations  and  the  government.  To 
achieve  more  efficiency  and  reduce  compliance  burdens,  it  is  not 
necessary  and  probably  not  even  desirable  that  all  differences  be- 
tween tax  and  financial  accounting  income  be  eliminated,  so  I  am 
not  trying  to  make  a  case  for  some  simple-minded  simplicity.  I 
think  we  can  gain  many  efficiencies  while  still  maintaining  flexibil- 
ity and  flexibility  necessarily  means  some  complexity. 

Furthermore,  I  don't  think  that  anyone  is  smart  enough  to  de- 
sign a  one  size  fits  all  tax  system  that  will  do  less  harm  than  we 
have  now.  However,  there  are  some  directional  shifts  in  policy  that 
could,  over  time,  affect  significant  reductions  in  tax  compliance 
costs  and  burdens,  and  I  would  ask  that  this  subcommittee  and 
your  committee  consider  these  in  its  coming  tax  deliberations. 

If  income  will  be  the  base  for  taxation,  and  I  know  there  is  some 
discussion  about  that,  but  if  we  are  going  to  stay  with  an  income 
base  for  taxation,  use  only  one  measuring  rod  for  it  and  allow  the 
accountants  in  the  exercise  of  their  professional  judgment,  under 
the  guidance  of  SEC  and  FASB,  more  latitude  in  determining  the 
amount  and  timing  of  income. 

Many  foreign  governments  design  their  tax  systems  this  way 
with  financial  statement  income  being  the  paramount  factor.  In  my 
experience,  this  significantly  expedites  the  revenue  process.  Tax 
audits,  even  in  our  largest  overseas  subsidiaries,  typically  are  con- 
ducted in  a  matter  of  weeks,  whereas  the  IRS  has  a  permanent  of- 
fice in  our  building  in  Rochester.  They  are  there  year  round.  We 
are  constantly  under  audit. 

Second,  I  would  ask  this  subcommittee  to  do  as  many  organiza- 
tions have  done  and  adopt  a  mission  statement.  In  this  case,  a  mis- 
sion statement  for  tax  policy.  The  statement  should  affirm  that  the 
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tax  laws  are  intended  for  a  single  purpose  or  perhaps  for  a  primary 
purpose,  which  is  to  raise  revenue  efficiently,  fairly,  while  causing 
as  little  disruption  to  the  economy  as  possible. 

Too  often  the  Tax  Code  is  the  policy  tool  of  choice  and  many 
times  it  is  the  wrong  tool.  Adopting  such  a  mission  statement 
would  not  prevent  Congress  or  this  subcommittee  from  deciding 
whether  a  certain  category  of  expenditure  is  not  deductible  or  mak- 
ing other  differentiations  like  that.  Simplifications  of  the  tax  laws 
and  a  reduction  in  the  tax  administrative  burden  can  be  accom- 
plished, but  not  in  piecemeal  fashion. 

Corporations  in  America  are  continuing  a  process  of  self-exam- 
ination and  reconstitution.  We  are  challenging  our  most  fundamen- 
tal business  processes  and  sometimes  even  remaking  ourselves 
from  the  ground  up.  This  has  started  to  pay  dividends  as  some  U.S. 
companies  are  gaining  their  formerly  preeminent  positions  in  the 
global  economy.  We  can  expect  no  less  of  our  political  leaders.  We 
ask  that  you  undertake  the  same  relentless  task  of  questioning  ev- 
erything, especially  the  way  you  do  business  with  business  and  not 
resting  until  we  all  find  a  better  way. 

Gentlemen,  thank  you  for  the  opportunity  to  present  these  com- 
ments. 

Chairman  Pickle.  That  is  a  very  strong  statement  and  very 
strong  challenge. 

[The  prepared  statement  follows:] 
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Comments  of 

David  A.  DiMuzio 

Stall  Vice  President,  Tax 

Bausch  &  Lomb,  Incorporated 


INTRODUCTION 


I  am  David  DiMuzio  representing  Bausch  &  Lomb,  Incorporated  of  Rochester  New  York. 
Bausch  &  Lomb  is  a  multinational  corporation  serving  customers  in  health  care  and  optics 
business  segments.  We  have  more  than  14,500  employees,  operations  in  70  countries  and 
sales  approaching  $2  billion. 

Jacob  J.  Bausch  and  Henry  Lomb,  German  immigrants  living  in  Rochester,  started  the 
company  as  a  small  optical  goods  business  before  the  Civil  War.  The  company  was 
incorporated  in  1 908  and  since  then  has  been  listed  on  the  New  York  Stock  Exchange.  As 
a  Department  of  Defense  contractor  in  the  First  and  Second  World  Wars  the  company 
supplied  the  armed  forces  with  naval  and  aircraft  weapons  sighting  devices.  Currently  our 
health  care  businesses  operate  under  the  regulatory  authority  of  the  US  Food  and  Drug 
Administration  as  well  as  the  equivalent  regulatory  bodies  in  other  countries.  Thus 
throughout  this  century  we  have  worked  closely  with  various  governmental  or  quasi- 
governmental  agencies  to  implement  and  administer  laws  and  regulations  which  apply  to 
our  businesses.  These  comments  are  provided  in  the  spirit  of  promoting  the  uniform  and 
equitable  enforcement  of  the  tax  laws,  and  of  reducing  the  cost  and  burden  of 
administration  and  compliance  both  to  taxpayers  in  general  and  the  government. 

STATEMENT 

THE  PROBLEM  IS  REAL 

The  cost  of  complying  with  the  tax  laws  and  the  administrative  burdens  placed  on 
taxpayers  are  not  new  topics,  but  they  have  received  greater  attention  in  recent  years. 
While  there  are  many  contributing  factors,  I  believe  the  primary  causes  are  the  increasing 
complexity  of  the  rules  and  regulations  themselves  which  was  taking  place  just  as  many 
companies  try  to  find  a  better  way  to  do  business,  streamline  their  operations,  reduce  costs 
and  gain  or  regain  a  competitive  advantage 

Studies  have  been  done  which  document  and  quantify  the  high  costs  of  compliance.  I 
believe  the  Subcommittee  is  aware  of  the  Tax  Foundation  studies  in  this  area;  Slemrod  and 
Blumenthal,  The  Income  Tax  Compliance  Cost  of  Big  Business;  Hall,  The  High  Cost  of 
Tax  Compliance  for  US  Businesses,  and  others    As  someone  who  has  worked  in  this  area 
for  more  than  fifteen  years,  I  can  confirm  that  these  studies  are  more  than  simply  academic 
exercises.  The  results  of  these  studies  are  real.  The  rising  level  of  frustration  felt  by 
corporate  taxpayers  struggling  under  an  increasing  tax  compliance  burden  is  also  real. 

Let  me  give  you  some  specific  examples.  These  are  drawn  from  my  own  experience,  from 
interacting  with  my  peers  at  other  companies  in  western  New  York,  as  well  as  my 
activities  in  the  Tax  Executives  Institute. 

•     Alternative  Minimum  Tax.  For  many  companies  this  is  a  "make  work"  calculation 
with  very  little  real  financial  impact.   By  design,  this  provision  does  not  raise  any 
additional  revenue,  although  it  may  accelerate  the  payment  of  taxes  for  those 
companies  which,  as  many  do  from  time  to  time,  suffer  a  business  slow-down 


•  Depreciation.  This  is  an  extraordinary  drain  on  resources,  and,  with  the  possible 
exception  of  real  property,  for  many  companies  there  is  little  difference  between 
financial  statement  depreciation  and  tax  depreciation.  Especially  frustrating  are  the 
duplicative  depreciation  schedules  required,  e.g.,  for  AMT. 

•  Uniform  Capitalization  (Superfull  Absorption  Inventory  Costing).  This  provision 
operates  to  capitalize  more  "overhead"  costs  into  inventory    In  economic  terms,  this 
accelerated  the  payment  of  taxes  in  the  first  year  it  applied,  but  for  most  companies 
(especially  those  working  to  reduce  the  size  of  their  inventories)  this  is  simply  another 
annual  chore  which  translates  into  very  few  additional  tax  dollars  paid. 

•  Lobbying  Expense  Disallowance    If  at  some  time  in  the  future  the  Alternative 
Minimum  Tax  is  repealed,  or  the  Uniform  Capitalization  rules  are  amended,  and  the 
legislative  history  records  that  this  Subcommittee  was  instrumental  in  effecting  those 
changes,  I  could  be  faced  with  the  task  of  going  back  to  reconstruct  the  expenses  for 
my  travel  to  this  hearing  and  the  time  I  spent  in  preparing  these  remarks  in  order  to 
make  the  proper  adjustment  on  our  tax  return.  Bausch  &  Lomb  does  some  "lobbying" 
(including  hearings  such  as  this)  however,  because  we  operate  in  highly  regulated 
businesses  we  more  often  find  ourselves  working  with  government  agencies  simply  to 
do  our  business.  Disallowing  deductions  for  these  expenses  may  raise  revenue,  but  the 
administrative  burden  is  enormous. 

•  Charitable  Contribution  Substantiation  Requirements.  While  there  may  be  specific 
abuses  addressed  by  this  provision,  I  am  confident  that  most  publicly  traded  companies 
do  not  receive  benefits,  goods  or  services  in  exchange  for  charitable  contributions. 
The  additional  statement  collection  and  record  keeping  is  a  waste  of  resources  and  will 
only  raise  revenue  by  trapping  unwary  donors. 

•  Package  Design  Costs.  This  provision  treats  the  costs  of  package  design,  which 
previously  had  been  considered  as  a  deductible  current  expense,  as  a  capitalizable  cost. 
If  these  costs  are  accounted  for  and  an  election  is  made,  the  expenses  are  written  off 
over  a  four  year  period.  Again,  this  provision  accelerates  tax  revenues  by  delaying 
deductions;  it  does  not  impose  additional  taxes.  If  a  company's  expenditures  for 
package  design  remain  fairly  stable,  then  the  government  collects  the  accelerated  tax 
payments  for  only  three  years.  However,  the  company's  accounting  and  compliance 
burdens  continue  indefinitely. 

•  Foreign  Tax  Credit  "Baskets".  By  introducing  "baskets"  for  different  classes  of 
foreign  source  income  and  separate  baskets  for  each  "10-50  subsidiary",  the  1986 
Code  subjected  US  based  (not  foreign)  multinationals  to  double  taxation  and  increased 
the  complexity  of  foreign  tax  credit  calculations  at  least  by  a  factor  of  five.  In  simpler 
terms,  the  insult  of  complexity  was  added  to  the  injury  of  bad  tax  policy. 

WHAT  IS  THE  CAUSE? 

Looking  at  these  problem  areas,  it  is  clear  that  the  excessive  administrative  burdens  they 
generate  are  caused  by  special  calculations  and  separate  record  keeping  requirements. 
Corporate  taxpayers  have  seen  this  problem  accelerate  in  the  recent  past.  To  illustrate,  I 
ask  that  you  think  about  offices  of  companies  you  might  have  visited  fifteen  or  even  ten 
years  ago,  before  the  shakeouts  and  downsizings  began  in  any  significant  way,  and  before 
the  explosion  in  computer  technology.  You  might  recall  that  office  staffs  were  larger  then, 
and  that  much  of  the  work  in  the  office  was  "paper  driven".  If  the  tax  laws  required,  for 
example,  that  certain  expenses  be  capitalized,  there  was  probably  a  file  drawer  with 
invoices  that  a  staff  accountant  could  check  in  order  to  make  the  adjustment  on  the  tax 
return.  That  file  drawer  would  also  have  been  there  for  the  IRS  agents  to  review  at  the 
time  of  the  exam. 

Since  then,  that  business  probably  has  downsized  at  least  once  and  has  greatly  streamlined 
its  processes  and  the  flow  of  its  business  information.  If  it  didn't,  it  was  probably  taken 
over  and  someone  else  did  it  for  them 
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At  the  same  time,  throughout  the  1980's,  the  tax  law  concepts  of  income  and  expense 
began  to  separate  to  the  point  where,  now,  there  are  significant  differences  between 
financial  accounting  income  and  taxable  income.  Today,  the  "accrual"  method  applies  to 
revenue  only.  Corporate  taxpayers  record  income  when  a  sale  is  made,  but  cannot  record 
any  expenses  until  there  is  "economic  performance"  or,  in  effect,  when  cash  is  paid. 

Here  we  have  diametrically  opposing  forces:  companies  streamlining  and  downsizing, 
trying  to  do  more  with  less,  redesigning  accounting  and  financial  systems  that  will  serve 
marketing,  human  resource  and  engineering  personnel  as  well  as  the  accountants,  all  going 
in  one  direction;  the  government,  asking  that  special  computations  be  done  for  indefinite 
periods  of  time  for  temporary  or  illusory  revenue  gains,  going  in  another.  It  is  no  wonder 
that  frustration  with  the  tax  laws  is  so  pervasive,  even  among  tax  professionals. 


WHAT  CAN  BE  DONE? 

If  complexity  is  the  problem,  then  simplicity  must  be  the  cure.  If  it  is,  however,  we  are 
well  advised  to  recall  mathematician  and  philosopher  Alfred  North  Whitehead's 
admonition  to  "seek  simplicity,  and  distrust  it."  If  "simplification"  means  that  certain 
companies  or  industries  will  lose  some  particular  benefits,  there  will  be  little  corporate 
support  for  that  effort.  Even  if  one  particular  company  or  industry  is  not  the  current 
target,  the  "tax  that  fella  behind  the  tree"  mentality  is  sure  to  run  its  course  and  we'll  all 
find  ourselves  behind  the  tree  someday.  Furthermore,  this  is  simply  a  recipe  for  continuing 
the  Washington  tax  benefits  trading  bazaar  that  has  so  many  taxpayers,  corporate  and 
otherwise,  fed  up  with  the  current  system. 

There  are,  however,  directional  shifts  in  policy  that  could,  over  time,  effect  significant 
reductions  in  tax  compliance  costs  and  burdens.  I  would  ask  that  this  Subcommittee 
consider  the  following  in  its  coming  tax  deliberations: 

•  If  income  will  be  the  base  for  taxation,  use  only  one  measuring  rod  for  it  and  allow 
accountants,  in  the  exercise  of  their  professional  judgment  and  under  the  guidance  of 
the  SEC  and  FASB  (neither  of  which  is  reticent  to  demand  that  income  be  "clearly 
reflected")  more  latitude  in  determining  the  amount  of  income  and  its  timing. 

Many  foreign  governments  design  their  tax  systems  in  just  this  way  with  financial 
statement  income  being  the  paramount  factor.  This  does  not  prevent  certain 
expenses,  such  as  a  portion  of  business  meals,  from  being  made  non-deductible 
However,  it  substantially  reduces  the  "timing"  issues  that  continue  to  plague  many 
corporate  taxpayers  and  tie  up  so  much  IRS  audit  time. 

Implementation  of  this  policy  would  mean  a  repeal  of  the  Alternative  Minimum 
Tax  (because  it  relies  on  a  second  measure  of  income),  a  return  to  accrual  basis 
accounting  for  both  revenue  and  expense  items,  and  a  return  to  the  concept  of 
"period  costs"  which  would  mean  elimination  of  the  uniform  capitalization  rules 
and  package  design  cost  capitalization.  As  noted  earlier,  these  are  all  temporary 
revenue  accelerators  and  not  real  tax  increases,  therefore  repealing  them  is  not  a 
corporate  "tax  break"  but  a  real  move  toward  simplification. 

•  Do  as  many  organizations  have  done  and  adopt  a  "mission  statement",  in  this  case  a 
mission  statement  for  tax  policy.  The  statement  should  reaffirm  that  the  tax  laws  are 
intended  for  a  single  purpose:  to  raise  revenue  efficiently,  fairly  and  while  causing  as 
little  disruption  to  the  economy  as  possible.  There  is  an  old  saying:  if  the  only  tool  you 
have  is  a  hammer,  everything  looks  like  a  nail,  or  in  this  case,  if  the  only  tool  you  have 
is  the  tax  code,  the  only  way  to  change  something  is  to  tax  it.  But  the  US  Government 
has  many  more  tools  than  the  tax  code  at  its  disposal    There  should  be  an  affirmative 
policy  statement  that,  in  certain  cases,  the  tax  code  is  the  wrong  tool 
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Adopting  such  a  mission  statement  would  not  mean  Congress  could  no  longer 
decide  that  a  certain  category  of  expenditure  is  not  deductible  for  a  particular 
"non-tax"  reason.  For  example,  bribes,  kickbacks,  penalties  and  clearly  non- 
business expenses  would  not  be  made  deductible  under  this  principle. 

Implementation  of  this  policy  would,  for  example,  turn  ERISA  compliance  over  to 
the  DOL.  If  the  US  Government  were  a  business  re-engineering  itself,  the  wisdom 
of  this  would  be  crystal  clear.  Protection  of  employees'  pension  benefits  -  a 
"human  resources"  function  in  corporate  jargon  -  is  best  accomplished  by  the 
"human  resources"  professionals  in  DOL;  the  "financial"  professionals  in  Treasury 
and  the  IRS  should  focus  on  revenue.  A  less  drastic  example  would  be  a  repeal  of 
the  $1  million  salary  cap  for  publicly  traded  companies    Matters  of  corporate 
governance  should  be  left  to  the  SEC. 

Would  this  mean  a  repeal  of,  for  example,  the  low  income  housing  credit  because 
the  tax  code  is  the  "wrong  tool"  to  achieve  the  objective?  Perhaps,  but  not 
necessarily.  However,  similar  provisions  might  get  closer  scrutiny  and  not  expand 
as  rapidly  under  this  standard. 

CONCLUSION 

Simplification  of  the  tax  laws  and  a  corresponding  reduction  of  the  tax  administrative 
burden  can  be  accomplished,  but  not  in  piecemeal  fashion  or  by  nibbling  away  at  the 
edges.  As  for  support,  a  corporate  constituency  will  develop  overnight  if  the  directional 
shifts  noted  above  were  "on  the  table"  -  but  only  as  simplification  and  not  as  a  cover  for 
tax  increases. 

Corporations  in  America  are  continuing  a  process  of  self-examination  and  reconstitution; 
we  are  challenging  our  most  fundamental  business  processes,  and  sometimes  even 
remaking  ourselves  from  the  ground  up    This  has  started  to  pay  dividends  as  US 
companies  are  regaining  their  formerly  preeminent  positions  in  the  global  economy.  We 
can  expect  no  less  of  our  political  leaders.  We  ask  that  you  undertake  the  same  relentless 
task  of  questioning  everything,  especially  the  way  you  "do  business  with  business"  and  not 
resting  until  we  all  find  a  better  way. 
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Chairman  Pickle.  Now,  Mr.  Morris. 

STATEMENT  OF  JEFF  MORRIS,  PRESIDENT,  HI-TECH 
CERAMICS 

Mr.  MORRIS.  Yes,  I  will  do  my  part  in  shortening  my  discussion 
also.  Mr.  Chairman,  members  of  the  subcommittee,  my  name  is 
Jeff  Morris.  I  am  president  of  Hi-Tech  Ceramics.  It  is  a  locally 
owned  and  operated  technical  firm  specializing  in  high-performance 
ceramics  with  porous  structures.  Hi-Tech  Ceramics  is  an  S  corpora- 
tion that  produces  a  number  of  technical  ceramic  products,  applica- 
tions in  aerospace,  primary  and  secondary  metal  forming,  alu- 
minum manufacturing,  and  pollution  and  abatement  devices. 

To  put  our  company's  size  in  perspective,  we  are  a  company  of 
over  90  people,  over  $10  million  in  sales,  do  business  internation- 
ally in  about  35  countries,  exporting  about  30  percent  of  our  prod- 
ucts overseas,  and  all  the  stock  is  held  by  active  employees  working 
at  our  facilities  in  Alfred,  N.Y. 

I  appreciate  the  opportunity  to  appear  today  and  I  would  like  to 
discuss  the  cost  of  complying  with  various  Federal  mandates,  regu- 
latory requirements,  and  paperwork  burdens  which  is  overwhelm- 
ing. I  am  a  scientist  by  trade  and  our  company's  central  focus  is 
to  make  high-performance  ceramic  products  for  use  in  manufactur- 
ing, not  filling  out  forms.  This  time  spent  filling  out  forms  or  com- 
pliance with  overbearing  government  rules  is  time  not  available  for 
building  the  business. 

The  number  of  mandatory  reports,  audits  and  surveys  we  are  re- 
quired to  fill  out  is  staggering.  Examples  of  some  include  the  Sur- 
vey of  Industrial  Research  and  Development,  Annual  Review  Sur- 
vey of  Manufacturers,  Annual  Capital  Expenditures  Survey,  and 
these  are  just  some  of  the  reports  we  must  make  to  the  U.S.  De- 
partment of  Commerce. 

In  addition,  there  are  the  Department  of  Treasury  reports,  IRS 
forms,  OSHA  mandates,  environmental  regulations,  and  other  pa- 
perwork required  that  are  too  numerous  to  mention  here.  Worst  of 
all,  these  are  only  the  Federal  level  requirements.  State  and  local 
government  agencies  have  their  own  versions  of  reports  and  forms 
that  employees  of  Hi-Tech  Ceramics  are  forced  to  spend  time  filling 
out  instead  of  inventing  new  products  or  developing  new  markets. 

An  example  of  compliance  burdens  facing  small  businesses  is  the 
retroactive  application  of  tax  changes.  Other  examples  are  the  mul- 
tiple depreciation  schedules  in  automobiles  used  in  business  which 
have  already  been  mentioned.  I  won't  go  into  those  details,  but 
clearly  we  have  all  spoken  of  those,  which  means  they  must  be 
quite  important  to  be  reviewed. 

The  Omnibus  Budget  Reconciliation  Act  of  1993  imposes  new  tax 
burdens  on  many  businesses  that  are  trying  to  be  successful  in  a 
highly  competitive  business  world.  The  addition  of  two  higher  tax 
rates  of  36  percent  and  39.6  percent  for  individuals  is  particularly 
onerous  for  the  self-employed  S  corporation  shareholders  and  part- 
ners. 

As  an  S  corporation,  Hi-Tech  Ceramics  pays  40  cents  of  every 
dollar  of  taxable  income  because  of  this  new  higher  tax  rate.  Re- 
pealing the  dollar  cap  on  wages  such  as  the  2.9-percent  health  in- 
surance tax  and  reducing  the  deduction  for  ordinary  and  necessary 
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business  meals  are  two  other  provisions  from  OBRA  1993  that  se- 
verely limit  funds  available  for  investing  in  capital  expenditures 
and  creating  jobs. 

Approximately  90  percent  of  businesses  in  America  are  unincor- 
porated or  pass-through  entities,  including  S  corporations,  and  pay 
taxes  as  individuals.  Increasing  taxes  on  individuals  takes  money 
from  their  companies  that  could  be  used  to  expand  company  oper- 
ations and  hire  more  employees.  Quite  simply,  total  taxable  income 
from  the  business  is  taxed  at  the  individual  rate. 

Reducing  business  meal  deductions  from  80  to  50  percent  has 
significantly  impacted  my  company  and  business  in  general.  Limit- 
ing the  deduction  for  ordinary,  necessary  business  meals  is  unfair 
from  a  tax  policy  perspective.  In  many  cases,  such  meals  are 
consumed  by  business  people  who  are  not  entertaining,  but  en- 
gaged in  normal  business  activities.  Eating  meals  away  from  home 
is  an  ordinary  business  expense  and  by  no  means  is  it  a  perk. 

The  excessive  tax  burden  placed  on  small-  and  medium-sized 
businesses  by  these  provisions  results  in  lost  productivity.  Owners 
trying  to  expand  their  businesses  are  hardest  hit  by  these  provi- 
sions, yet  it  is  the  very  same  businesses  this  country  relies  on  to 
create  new  jobs  in  the  coming  years. 

According  to  the  1993  job  growth,  large  companies  have  been  cut- 
ting jobs,  either  through  attrition  or  staff  reductions,  for  several 
years,  while  much  of  the  job  growth  in  the  past  decade  has  been 
generated  by  small  businesses.  Simply  put,  paying  this  much  tax 
to  the  Federal  Government  is  demotivating. 

Uncertainty  posed  by  expiring  tax  provisions,  strategic  business 
planning  for  capital  investments,  or  research  and  development  ex- 
penditures require  long-term  projections  based  on  what  the  law  is 
and  what  the  law  is  going  to  be.  Continual  explorations  and  retro- 
active extensions  of  certain  tax  provisions  make  business  planning 
very  difficult,  if  not  impossible. 

While  OBRA  1993  finally  made  some  of  these  so-called  sparing 
provisions  permanent,  others  have  either  expired  or  are  scheduled 
to  expire  in  the  near  future.  Two  of  these  provisions  that  affect  Hi- 
Tech Ceramics,  the  25-percent  deduction  for  health  insurance  costs 
for  the  self-employed,  including  more  than  2  percent  S  corporation 
shareholders  which  expired  December  31,  1993,  and  the  Research 
and  Experimental  Tax  Credit  which  is  expected  to  expire  June  30, 
1995. 

The  key  issue  there  is  we  are  just  looking  for  some  consistency 
in  the  tax  rules  so  we  can  plan  for  them. 

The  R&E  tax  credit  will  provide  a  significant  incentive  to  us  to 
increase  research  activities  as  we  look  to  increase  our  research  in- 
vestment, if  we  can  count  on  it.  The  uncertainty  of  knowing  when 
we  can  use  the  credit  and  when  it  will  expire  severely  limits  our 
ability  to  rely  on  it  as  we  plan  our  research  investments. 

Legislative  proposals.  Hi-Tech  Ceramics  has  been  an  S  corpora- 
tion from  the  time  the  business  started.  S  corporation  status  is  a 
useful  form  of  business  to  save  time.  It  does  not  offer  the  flexibility 
we  need  for  today's  business  arrangements,  as  well  as  those  of  the 
future  where  joint  venturing  and  business  partnerships  are  more 
common.  We  should  not  have  to  incur  the  tax  consequences  of  ter- 
minating S  corporation  status  to  solve  these  problems. 
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H.R.  4056,  the  S  Corporation  Reform  Act,  and  its  companion  bill, 
S.  1690  introduced  during  the  103d  Congress,  represent  the  possi- 
bility of  the  greatest  changes  to  the  tax  treatment  of  S  corporations 
in  over  a  decade.  It  is  imperative  to  the  continued  success  of  S  cor- 
porations that  this  legislation  be  reintroduced,  signed  into  law  in 
the  104th  Congress. 

In  conclusion,  Mr.  Chairman,  I  ask  this  subcommittee  to  care- 
fully evaluate  the  needs  of  small  businesses  when  considering 
changes  to  the  Tax  Code.  We  have  seen  how  provisions  from  OBRA 
1993  and  increased  compliance  burdens  over  the  years  have  made 
it  difficult  for  small  companies  to  raise  capital,  hire  workers,  and 
expand  productivity.  It  would  seem  that  each  of  these  tax  law 
changes  alone  should  be  of  minor  significance  to  any  business, 
whether  the  company  is  small,  medium  or  large,  and  maybe  each 
of  these  provisions  alone  would  be  insignificant,  but  the  cumulative 
effect,  especially  for  companies  the  size  of  Hi-Tech  Ceramics,  can 
make  it  noncompetitive. 

That  should  not  be  the  goal  of  the  Federal  Government,  particu- 
larly in  light  of  the  impact  of  the  NAFTA  and  GATT  agreements 
we  have  just  agreed  to.  U.S.  companies  are  operating  in  an  increas- 
ingly international  economy.  All  we  ask  is  that  the  subcommittee 
and  other  Members  of  Congress  be  aware  of  the  cumulative  effect 
changes  in  tax  laws  on  the  operation  of  small  companies. 

Thank  you  for  this  opportunity  to  testify. 

Chairman  Pickle.  I  thank  you,  Mr.  Morris,  and  I  assure  you 
that  Members  of  the  Congress  and  the  subcommittee  are  mindful 
of  the  issues  you  raised  and  will  try  to  find  better  answers  for 
them. 

[The  prepared  statement  follows:] 
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I.  INTRODUCTION 

Mr.  Chairman  and  Members  of  the  Committee,  my  name  is  Jeff  Morris.  I  am  President  of 
Hi-Tech  Ceramics,  a  locally  owned  and  operated  technical  firm  specializing  in  high- 
performance  ceramics  with  porous  structures.  Hi-Tech  Ceramics  is  an  S  corporation  that 
produces  a  number  of  technical  ceramic  products  with  applications  in  the  aerospace  industry 
(particularly  in  the  manufacturing  of  jet  engine  components),  the  primary  and  secondary 
metal  forming  industries,  aluminum  manufacturing,  and  pollution  abatement  devices.  In 
fifteen  years,  Hi-Tech  Ceramics  has  grown  into  a  company  that  employs  90  people,  has  over 
$10  million  in  sales,  and  is  an  international  business,  exporting  30  percent  of  its  product 
overseas. 

I  sincerely  appreciate  the  opportunity  to  appear  before  the  Subcommittee  today  to  present 
my  views  on  some  of  the  difficulties  small  and  medium-sized  businesses  face  in  complying 
with  Federal  laws  and  regulations.  I  would  especially  like  to  thank  my  Congressman, 
Subcommittee  Member  Amo  Houghton,  for  inviting  me  to  testify. 

The  cost  of  complying  with  various  federal  mandates,  regulatory  requirements  and 
paperwork  burdens  is  overwhelming.  We  should  not  be  required  to  spend  inordinate 
amounts  of  time  on  non-productive,  paper-pushing  work.  I  am  a  scientist  by  trade  and  our 
company's  central  focus  is  to  make  high-performance  ceramic  products  for  use  in 
manufacturing,  not  fill  out  forms.  Time  spent  filling  out  forms  or  complying  with 
overbearing  government  rules  is  time  not  available  for  building  the  business. 

//.         TAX  AND  COMPLIANCE  BURDENS 

1.  Compliance  Burdens 

The  number  of  mandatory  reports,  audits  and  surveys  we  are  required  to  fill  out  is 
staggering.  Examples  of  some  include  the  Survey  of  Industrial  Research  and  Development; 
the  Annual  Survey  of  Manufacturers;  the  Report  of  Organization;  the  Annual  Survey  of 
Royalties,  License  Fees,  Etc.;  and  the  Annual  Capital  Expenditures  Survey.  And  these  are 
just  some  of  the  reports  we  must  make  to  the  United  States  Department  of  Commerce.  In 
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addition,  there  are  Department  of  Treasury  reports,  Internal  Revenue  Service  forms,  OSHA 
mandates,  environmental  regulations  and  other  paperwork  requirements  that  are  too 
numerous  to  mention  here.  Worst  of  all,  these  are  only  the  Federal  level  requirements. 
State  and  local  government  agencies  have  their  own  versions  of  reports  and  forms  that 
employees  of  Hi-Tech  Ceramics  are  forced  to  spend  time  filling  out  instead  of  inventing  new 
products  or  developing  new  markets. 

Retroactivity  of  Tax  Changes 

The  retroactive  application  of  tax  changes  approved  by  Congress  late  in  a  calendar  year 
back  to  January  1  of  that  year  is  particularly  onerous  to  small  businesses.  Often,  there  is 
little  time  to  understand  and  comply  with  the  newly  changed  laws  before  complicated  tax 
computations  are  required.  The  burden  is  compounded  when  the  IRS  offers  little  or  no 
guidance  on  how  to  proceed  and  much  later  issues  detailed  regulatory  guidance  on  tax 
changes  that  are  also  retroactive. 

2.  Excessive  Tax  Burdens 

The  Omnibus  Budget  Reconciliation  Act  of  1993  (OBRA  '93  P.L.  103-66) 

OBRA  '93  imposes  new  tax  burdens  on  many  businesses  that  are  trying  to  be  successful  in 
a  highly  competitive  business  world.  The  addition  of  two  higher  tax  rates  of  36  percent  and 
39.6  percent  for  individuals  is  particularly  onerous  for  the  self-employed,  S  corporation 
shareholders,  and  partners.  As  an  S  corporation,  Hi-Tech  Ceramics  pays  40  cents  of  every 
dollar  of  taxable  income  because  of  this  new  higher  tax  rate.  Dollars  paid  in  tax  cannot  be 
reinvested  in  the  company.  Additional  funds  for  investing  in  capital  expenditures,  creating 
jobs,  or  building  new  infrastructure  projects  are  also  lost  to  other  OBRA  '93  provisions  such 
as  the  repeal  of  the  dollar  cap  on  wages  subject  to  the  2.9  percent  health  insurance  tax  and 
the  reduced  deduction  for  ordinary  and  necessary  business  meals. 

New  Top  Rates:  Approximately  90  percent  of  businesses  in  America  are  unincorporated  or 
pass  through  entities,  including  S  corporations,  and  pay  taxes  as  individuals.  Increasing  taxes 
on  individuals  takes  money  from  their  companies  that  could  be  used  to  expand  company 
operations  and  hire  more  employees.  The  new  top  rates  in  OBRA  '93  are  burdensome 
because  self-employed  business  owners  must  pay  tax  on  what  the  business  earns  after 
deductions,  not  just  on  their  salary.  Quite  simply,  total  taxable  income  from  the  business 
is  taxed  at  the  individual  rate. 

HI  Wage  Cap  Repeat  OBRA  '93  imposes  another  direct  tax  increase  on  employees, 
employers,  the  self-employed,  S  corporation  owner-employees,  and  partners  by  repealing 
the  cap  on  the  portion  of  wages  subject  to  the  2.9  percent  health  insurance  (HI)  payroll  tax. 
Under  this  provision,  individuals  with  high  salaries  can  have  HI  payroll  tax  liabilities 
amounting  to  many  multiples  of  the  insurance  value  of  the  benefits  that  they  receive, 
unfairly  increasing  taxes  with  no  additional  insurance  benefits  given  to  the  payors  of  the  tax. 
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Such  a  change  hits  business  owners  particularly  hard  because  net  business  income  can 
potentially  be  subject  to  the  tax. 

Business  Meal  Expenses:  Reducing  the  business  meals  deduction  from  80  percent  to  50 
percent  has  significantly  impacted  my  company  and  business  in  general.  Limiting  the 
deduction  for  ordinary  and  necessary  business  meals  is  unfair  from  a  tax  policy  perspective. 
In  many  cases,  such  meals  are  consumed  by  business  people  who  are  not  entertaining  but 
engaged  in  normal  business  activities.  Other  small  businesses  use  restaurant  meals  to  help 
them  sell  their  products  and  services  to  customers  "one-on-one".  Many  of  these  same 
businesses  find  other  forms  of  marketing  such  as  radio,  television,  or  newspaper  advertising 
to  be  too  expensive  or  ineffective.  Furthermore,  fully  one  fourth  of  those  purchasing 
business  meals  are  self-employed.  I  am  not  talking  about  meals  at  expensive  restaurants. 
The  people  most  adversely  affected  by  this  provision  are  the  truck  drivers  and  salesmen  out 
on  the  road  or  the  businessman  eating  at  the  airport  between  flights. 

Business  has  watched  Congress  reduce  the  business  meal  deduction  to  80  percent  in  1986 
and  down  to  50  percent  in  1993.  Why  shouldn't  we  expect  a  further  reduction  next  time 
more  revenue  is  needed  to  pay  for  some  new  program?  Such  changes  move  us  away  from 
a  net  income  tax  toward  a  gross  income  tax,  but  neglects  to  include  the  benefits  of  simpler 
taxes  and  lower  rates. 

The  excessive  tax  burden  placed  on  small  and  medium-sized  businesses  by  these  provisions 
results  in  lost  productivity.  Owners  trying  to  expand  their  businesses  are  hardest  hit  by  these 
provisions;  yet,  it  is  these  very  same  businesses  that  this  country  relies  on  to  create  the  new 
jobs  in  the  coming  years.  Simply  put,  paying  this  much  tax  to  the  Federal  government  is  de- 
motivating. 

According  to  a  1993  Challenger,  Gray  &  Christmas  Inc.,  job  growth  study,  large  companies 
have  been  cutting  jobs  either  through  attrition  or  outright  staff  reductions  for  several  years, 
while  much  of  the  job  growth  in  the  past  decade  has  been  generated  by  small  businesses. 
The  study,  released  in  July  1993  --  a  month  before  enactment  of  OBRA  '93  --  noted  that 
economists  were  concerned  that  "the  small-business  job  creation  machine  will  be  adversely 
affected  by  coming  tax  hikes  just  as  many  larger  companies  are  implementing  their  latest 
layoff  plans."   I  think  that  these  and  other  provisions  in  OBRA  '93  warrant  such  concerns. 

Multiple  Depreciation  Schedules 

An  example  of  complexity  added  to  record-keeping  and  tax  filing  by  continual  tax  law 
changes  is  the  multiple  depreciation  schedules  businesses  must  compute  and  retain.  We 
must  keep  separate  depreciation  schedules  for  property  placed  in  service  before  and  after 
the  Economic  Recovery  Tax  Act  of  1981;  for  property  placed  in  service  before  and  after  the 
Tax  Reform  Act  of  1986;  for  AMT  purposes  after  1986;  state  law  requirements;  and  for  the 
company  financial  statements.  Additionally,  Congress  constantly  tinkers  with  the  useful  lives 
of  assets.   For  example  in  OBRA  '93,  the  recovery  period  for  nonresidential  real  property 
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was  increased  from  31.5  years  to  39  years.  As  if  this  was  not  difficult  enough,  Congress  kept 
the  40  year  recovery  period  for  AMT  purposes. 

Another  illustration  of  the  paperwork  burdens  facing  small  businesses  is  the  complicated  tax 
and  record-keeping  rules  that  apply  to  automobiles  used  in  business.  The  greatest 
complexity  arises  when  a  car  is  used  both  for  business  and  personal  purposes  and  when  a 
car  is  provided  by  a  business  to  an  employee.  These  limits  currently  affect  cars  valued  at 
more  than  $14,600. 

Uncertainty  Posed  by  Expiring  Tax  Provisions 

Strategic  business  planning  for  capital  investments  or  research  and  development 
expenditures  requires  long-term  projections  based  on  what  the  law  is  and  what  it  is  going 
to  be.  Continual  expirations  and  retroactive  extensions  of  certain  tax  provisions  make 
business  planning  very  difficult  if  not  impossible.  While  OBRA  '93  finally  made  some  of 
these  so-called  expiring  provisions  permanent,  others  have  either  expired  or  are  scheduled 
to  expire  in  the  near  future. 

Self-Emploved  Deduction:  The  25  percent  deduction  for  the  health  insurance  costs  of  the 
self-employed,  including  more-than-two-percent  S  corporation  shareholders,  expired 
December  31,  1993.  An  extension  of  the  deduction  was  included  in  several  health  care 
reform  proposals  moving  through  the  103rd  Congress;  however,  when  health  care  reform 
was  postponed  this  past  October,  so  was  the  opportunity  to  extend  the  deduction. 

As  the  1994  filing  season  approaches,  self-employed  individuals,  qualifying  S  corporation 
shareholders,  and  partners  must  acknowledge  the  loss  of  the  deduction  --  and  its  financial 
consequences  -  on  their  returns.  If  Congress  follows  past  experience  and  retroactively 
extends  the  deduction,  then  we  would  lose  valuable  man-hours  and  face  additional 
paperwork  by  filing  amended  returns  to  claim  the  deduction. 

I  would  ask  the  Committee  that  if  Congress  extends  this  provision,  it  also  consider 
remedying  the  current  inequity  that  exists  between  the  self-employed  (who  can  only  deduct 
25  percent  of  health  insurance  costs)  and  corporations  (who  are  allowed  to  deduct  100 
percent  of  their  health  insurance)  by  increasing  the  deduction  for  the  self-employed  to  100 
percent  as  well.  This  provision  should  be  made  a  permanent  part  of  the  Internal  Revenue 
Code. 

Research  &  Experimentation  Tax  Credit:  Another  expiring  tax  provision  of  importance  to  Hi- 
Tech Ceramics  is  the  R&E  tax  credit,  which  currently  is  scheduled  to  expire  June  30,  1995. 
There  are  significant  scientific  and  technological  research  costs  associated  with  innovations 
in  our  industry.  The  R&E  tax  credit  will  provide  a  significant  incentive  to  us  to  increase 
research  activities  as  we  look  to  increase  our  research  investment  if  we  can  count  on  it.  The 
uncertainty  of  knowing  when  we  can  use  the  credit  and  when  it  will  expire  and  be 
unavailable  will  severely  limit  our  ability  to  rely  on  it  as  we  plan  our  research  investments. 
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Legislative  Changes  Proposed 

2  Percent  Shareholder  Provision  in  Health  Care  Reform:  The  Clinton  Administration  and  the 
U.S.  Senate  versions  of  health  care  reform  included  a  provision  to  expand  the  application 
of  the  Medicare  payroll  tax  to  certain  S  corporation  shareholders  as  well  as  to  the 
partnership  income  of  certain  limited  partners.  While  this  provision,  as  proposed,  would  not 
affect  a  manufacturing  concern  like  Hi-Tech  Ceramics,  we  continue  to  be  alarmed  by  these 
types  of  proposals  that  greatly  expand  the  tax  burden  on  S  corporation  business  owners. 

///.       LEGISLATIVE  PROPOSALS  TO  EASE  COMPLIANCE  BURDENS 

Hi-Tech  Ceramics  has  been  an  S  corporation  from  the  time  the  business  started;  S 
corporation  status  is  a  useful  form  of  doing  business  for  us.  At  the  same  time,  it  does  not 
offer  the  flexibility  we  need  for  today's  business  arrangements  as  well  as  those  of  the  future 
where  joint  venturing  and  business  partnerships  are  more  common.  We  should  not  have  to 
incur  the  tax  consequences  of  terminating  S  corporation  status  to  solve  these  problems. 
Rather,  legislation  to  reform  S  corporation  rules  introduced  in  the  House  of  Representatives 
and  in  the  Senate  during  the  103rd  Congress  would  be  very  beneficial  to  an  S  corporation 
like  Hi-Tech  Ceramics.  H.R.  4056,  the  5  Corporation  Reform  Act,  introduced  by  your 
colleague  Peter  Hoagland  (D-NE),  and  its  companion  bill,  S.  1690,  introduced  in  the  Senate 
late  last  year  by  Senate  Finance  Committee  Members  David  Pryor  (D-AR)  and  John 
Danforth  (R-MO),  represent  the  possibility  of  the  greatest  changes  to  the  tax  treatment  of 
S  corporations  in  over  a  decade. 

Among  the  major  goals  it  would  achieve  if  enacted  include:  improving  the  ability  of  S 
corporations  to  obtain  financing;  removing  traps  for  unwary  S  corporations;  making  S 
corporations  easier  to  pass  from  generation  to  generation;  and  removing  certain  tax  barriers 
that  currently  impede  the  ability  of  S  corporations  to  compete  with  regular  corporations  and 
partnerships.  It  is  imperative  to  the  continued  success  of  S  corporations  that  this  legislation 
be  reintroduced  and  signed  into  law  in  the  104th  Congress. 

I  would  like  to  comment  on  some  of  the  provisions  from  this  legislation  that  would  greatly 
affect  Hi-Tech  Ceramics. 

S  Corporations  Permitted  to  Hold  Subsidiaries:  The  S  Corporation  Reform  Act  would  repeal 
the  current  rule  that  disallows  an  S  corporation  from  being  a  member  of  an  affiliated  group 
of  corporations  thus  enabling  an  S  corporation  to  own  up  to  100  percent  of  a  C 
corporation's  stock. 

Nonresident  Alien  Shareholders:  Currently,  a  nonresident  alien  is  not  an  eligible  shareholder 
for  purposes  of  a  valid  S  corporation  election.  This  presents  a  significant  problem  for  S 
corporations  because  often,  sources  of  capital  or  entry  into  foreign  markets  requires  an 
equity  participation  by  a  nonresident  alien.  In  other  words,  if  Hi-Tech  Ceramics  wants  to 
expand  sales  into  overseas  markets  and  a  potential  foreign  marketing  partner  wants  a 
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minority  stake  in  the  company,  we  face  the  choice  of  either  losing  S  corporation  status  or 
resorting  to  unnecessary  and  expensive  tax  planning  techniques. 

Other  Provisions:  Other  provisions  from  this  legislation  that  would  be  beneficial  include 
allowing  S  corporations  to  issue  preferred  stock  and  expanding  eligible  trust  rules  to  allow 
stock  in  an  S  corporation  to  be  held  by  certain  trusts. 

IV.       CONCLUSION 

In  conclusion,  Mr.  Chairman,  I  ask  this  subcommittee  to  carefully  evaluate  the  needs  of 
small  businesses  when  considering  changes  to  the  tax  code.  We  have  seen  how  provisions 
from  OBRA  '93  and  increased  compliance  burdens  have  made  it  difficult  for  small 
companies  to  raise  capital,  hire  new  workers,  and  expand  productivity. 

Some  of  these  provisions  have  been  direct.  For  example,  income  tax  rate  increases.  Others 
have  been  indirect,  including: 

repeal  of  the  HI  wage  cap, 

the  reduction  in  the  business  meals  deduction, 

the  piecemeal  extensions  of  the  R&E  credit,  and 

the  deduction  of  health  insurance  for  the  self-employed. 

It  would  seem  that  each  of  these  tax  law  changes  alone  should  be  of  minor  significance  to 
any  business  --  whether  the  company  is  small,  medium,  or  large.  And  maybe  each  of  these 
provisions  --  alone  --  would  be  insignificant.  But  the  cumulative  effect,  especially  for 
companies  the  size  of  Hi-Tech  Ceramics,  can  make  us  noncompetitive.  And  that  should  not 
be  the  goal  of  the  federal  government. 

U.S.  companies  are  operating  in  an  increasingly  international  economy.  A  Federal 
government  that  works  hard  to  facilitate  international  trade  should  make  every  effort  to 
enact  tax  provisions  that  are  neutral  or  that  help  companies  like  Hi-Tech  Ceramics  as  we 
try  to  grow  in  the  global  markets.  All  we  ask  is  that  this  subcommittee,  and  other  members 
of  Congress,  be  aware  of  the  cumulative  effects  changes  in  tax  legislation  on  the  operations 
of  smaller  companies. 

Thank  you  for  this  opportunity  to  testify. 
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Chairman  Pickle.  I  am  going  to  yield  to  Mr.  Houghton  for  ques- 
tioning of  this  panel. 

Mr.  Houghton.  Thank  you,  Mr.  Chairman.  Mr.  Morris,  good  to 
see  you.  Why  don't  I  go  right  across  the  panel.  I  agree  with  you. 
I  think  that  the  critical  issue,  if  I  heard  you  correctly,  is  really  the 
unfair  taxing  of  subchapter  S  corporations. 

Mr.  Morris.  Absolutely. 

Mr.  Houghton.  If  there  was  one — not  that  automobiles  and  busi- 
ness meals  and  things  like  that  aren't  important,  but  all  the  rest 
of  the  contrary  notwithstanding,  what  is  the  most  important  issue 
which  you  have  on  your  plate? 

Mr.  Morris.  They  have  pass-through  income  to  the  individuals. 
That  is  sole  proprietors,  partnerships,  that  is  all  small  businesses 
of  America  are  paying  their  tax  as  an  individual  income. 

Mr.  Houghton.  OK.  Moving  right  along,  you  are  a  particularly 
motivated  new  product,  new  science  company.  Tell  us  a  little  bit 
about  research  and  development  incentives.  Are  they  right?  Are 
they  wrong?  Are  they  timely?  Are  they  inconsistent?  What  would 
you  suggest? 

Mr.  Morris.  Well,  first  of  all,  we  are  in  confusion  as  to  what  is 
going  to  happen  to  the  present  R&E  tax  credit  that  is  on  the  books. 
As  you  know,  it  is  coming  up  for  termination.  Is  it  going  to  be  put 
back  in  place?  Is  it  going  to  be  retroactive?  We  don't  know.  That, 
of  course,  is  on  the  compliance  side. 

My  issue  on  the  technical  side  is,  of  course  we  have  to  balance 
our  costs  with  our  revenues.  In  today's  product  cycle,  the  product 
cycle  is  very  short.  The  investment  costs  are  high.  You  have  to  get 
into  the  market  quick.  You  have  got  to  gain  your  margins  when 
you  can  because  things  are  going  to  move  quickly  past  that.  I  think 
that  needs  to  be  recognized  if  we  are  going  to  hold  leadership  roles 
in  technology. 

Obviously,  there  are  a  lot  of  incentives  in  other  countries.  We 
compete  globally.  Small  companies  today  in  technical  areas  are 
definitely  in  the  global  environment.  If  you  are  not,  you  are  not 
going  to  make  it  in  the  long  term. 

So  I  believe  that  those  are  very  important  strategies  for  the  fu- 
ture. If  we  are  cutting  other  areas  of  technology,  NASA,  et  cetera, 
at  least — funding  where  we  can  be  putting  money  into  products 
that  can  go  out  and  create  jobs,  and  that  is  new  technology. 

Mr.  Houghton.  If  I  could  make  a  request:  Would  you  be  willing 
to  give  me  one  page,  which  I  could  share  with  the  Chairman,  of 
those  things  which  you  think  would  put  us  on  the  forefront  in  the 
world  of  the  proper  incentives  in  order  to  produce  new  science  in 
corporations  here  so  that  we  are  competitive  with  any  country?  If 
you  need  any  backup  information  or  any  research,  we  can  get  that 
for  you. 

Mr.  Morris.  Fine. 

[The  information  was  not  received  at  the  time  of  printing.] 

Mr.  Houghton.  Moving  to  Mr.  DiMuzio,  I  understand  what  you 
are  saying  about  the  alternative  minimum  tax  throwing  everybody 
aside.  I  think  it  has  to  do  to  a  great  extent,  Mr.  Chairman,  with 
the  fact  that  not  only,  as  you  say,  we  needed  more  revenue,  but 
also  there  were  some  huge  corporations  paying  absolutely  no  tax 
whatsoever. 
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Mr.  DlMuzio.  Yes,  sir.  Wasn't  that  though  greatly  alleviated 
when  the  liberal  leveraged  leasing  rules  were  repealed  and  similar 
reforms  made? 

Mr.  Houghton.  It  could  have  been,  could  have  been.  But  any- 
way, I  hear  what  you  say  about  that,  and  also  uniform  capitaliza- 
tion. Let  me  go  at  you  a  little  bit  on  this  and  this  is  something 
which  I  think  business  is  derelict  in. 

It  is  very  easy  to  come  to  a  hearing  like  this,  and  I  am  not  point- 
ing at  you  particularly,  but  it  is  very  easy  to  say,  we  ought  to  do 
this,  you  ought  to  do  that,  fix  this,  fix  that.  The  business  voice  is 
not  heard  clearly  in  Washington  at  all.  Business  people  come  down 
to  Washington.  They  are  uni-visual.  They  have  a  particular  subject. 
They  go  in  and  contact  three  or  four  Congressmen,  two  or  three 
Senators,  and  go  home  and  think  they  have  done  their  job.  They 
haven't. 

In  other  words,  there  are  opportunities  working  through  FASB, 
which  business  does  not  do.  Decisions  are  a  function  of  the  people 
that  make  them.  What  can  business  do  in  addition  to  what  can 
Congress  do  to  be  able  to  help  itself  and  us  wade  through  this  mo- 
rass of  tax  simplification? 

Mr.  DlMuzio.  The  reason  that  I  focused  my  remarks  on  the  dif- 
ference between  book  and  tax  income  was  for  that  reason,  Mr.  Con- 
gressman. I  think  that  the  point  that  I  tried  to  bring  out  is  that 
as  businesses  look  for  ways  to  do  things  better,  what  we  are  look- 
ing to  do  is  more  with  less  or  whatever  terminology  you  want  to 
use.  You  try  to — if  you  have  a  system  that  is  in  place,  you  try  to 
build  as  many  branches  off  of  that  system  that  is  possible. 

That  is  operating  counter  to  an  Internal  Revenue  code  which  in 
effect — or  a  system  which  in  effect  says  not  only  are  we  going  to 
tax  you  on  income,  we  need  to  raise  revenue;  we  are  going  to  tax 
you  on  income,  then  we  are  going  to  tell  you  what  income  is,  even 
though  you  have  a  separate  group  of  people,  like  the  accounting 
profession,  whose  job  it  is  to  determine  income. 

You  have  certainly  publicly  traded  companies  with  every  interest 
to  show  as  much  revenue  to  our  shareholders  as  we  can.  You  have 
the  SEC  who  is  looking  over  our  shoulders  for  our  public  reports. 
We  really  have  no  interest  in  reporting  less  income  on — to  that 
group.  Therefore,  why  the  continual  effort  to  have  a  separate 
branch  of  a  taxable  income  rather  than  accounting  income? 

So  one  thing  I  would  offer  is  that  perhaps  one  reason  why  com- 
panies come  down  and  just  knock  off  a  couple  of  Congressmen,  as 
you  say,  is  they  are  looking  for  a  particular  benefit,  and  I  think 
when  you  talk  about  simplification,  you  need  to  look  at  the  fun- 
damentals in  the  system. 

Mr.  Houghton.  If  I  could  just  cut  in  here  just  a  minute.  There 
has  been,  as  Mr.  Pickle  and  I  were  talking  earlier,  sort  of  a  revolu- 
tion down  there  now.  Nobody  knows  quite  what  they  are  doing,  but 
we  know  that  the  public  has  put  us  on  a  rather  short  leash. 

The  Republican  majority,  which  really  hasn't  been  there  since — 
I  would  say  virtually  since  1932,  is  struggling  for  ways  to  fulfill  its 
promise.  I  think  Democrats  are  doing  the  same  tning.  I  mean, 
there  was  an  announcement  today  that  I  was  just  given  that  Presi- 
dent Clinton  is  interested  in  doing  things  with  some  of  the  Cabinet 
departments,  Energy,   Education,   Housing  and   Development.  We 
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are  all  sort  of  on  the  plane.  I  say  to  all  of  you  that  if  ever  there 
was  a  time  when  the  things  that  you  are  talking  about  are  impor- 
tant to  come  forward,  it  is  right  now.  I  would  not  stop  just  at  hear- 
ings like  this  and  testimony.  I  mean,  I  think  that  there  is  an  ongo- 
ing path  over  the  next  6  months  which  can  be  extremely  important. 

I  just  want  to  emphasize  that.  I  am  sorry  to  pick  on  you.  If  I 
could  move  along  to  Mr.  Dobreski  a  moment.  I  hear  what  you  say 
about  if  you  need  the  money,  tax,  but  don't  nit-pick.  We  prefer  not 
to  have  the  taxes,  but  if  you  have  to  do  it,  do  it  on  an  overall  basis 
and  that  makes  a  lot  of  sense.  I  also  hear  what  you  say  about  cap- 
italization. 

The  foreign  issue  is  probably  as  onerous  a  one  as  we  have  be- 
cause as  the  Chairman  has  mentioned,  a  lot  of  foreign  companies 
come  in  here  and  do  things  to  us  which  we  can't  do  to  them  and 
therefore  we  are  exposed.  What  are  the  main  two  or  three  issues 
on  this  foreign  tax  problem  that  you  would  like  us  to  remember? 

Mr.  Dobreski.  Well,  this  doesn't  close  that  problem.  In  my  testi- 
mony, written  testimony,  I  have  got  examples  of  ways  to  make  the 
tax  laws  a  little  bit  easier  for  us.  That  doesn't  address  though  the 
transfer  pricing  issue,  especially  as  it  relates  to  foreign  companies 
selling  to  the  United  States. 

Certainly  one  thing  that  would  take  care  of  that  is  a  value-added 
tax  on  imports. 

Now,  I  am  not  saying  I  am  in  favor  of  one  totally  because  there 
are  a  lot  of  value-added  tax  positions  floating  around.  We  would 
have  to  study  each  position,  but  as  long  as  it  is  on  imports,  that 
would  take  care  of  foreign  companies  avoiding  taxes.  That  creates 
other  problems,  but  that  takes  care  of  that  problem. 

Mr.  Houghton.  So  what  you  are  saying  in  effect  is  American 
companies  are  anticompetitive  because  of  the  tax  structure  that  we 
have  now  as  contrasted  to  the  value-added  tax  which  other  of  our 
competitive  companies  have? 

Mr.  Dobreski.  I  am  not  saying  we  are  uncompetitive  because  of 
the  tax  law.  Other  countries  have  high  taxes  just  like  we  do  and 
they  have  complexity  like  we  do.  Each  country  is  a  little  different. 
I  think  we  have  a  high  cost  of  compliance,  but  I  don't  know  that 
Japan  has  it  any  worse. 

Mr.  Houghton.  If  there  were  one  single  thing  though  that  you 
think  we  ought  to  concentrate  on  in  this  foreign  tax  area,  repeat 
that,  would  you? 

Mr.  Dobreski.  I  think  on  the  compliance  side  it  is  the  5471s. 

Chairman  PlCKLE.  Which  codes? 

Mr.  Dobreski.  Form  5471,  which  I  mentioned  in  my  speech 
today,  not  having  to  complete  the  form.  The  other  thing  was  in 
using  spots  rates,  which  is  in  my  speech.  The  third  thing  is  not 
doing  the  E&P  calculations.  All  those  things  I  don't  think  hurt  the 
revenue  that  we  are  now  generating,  but  it  would  help  compliance. 
Again,  that  does  not  cover  the  problem  of  taxing  foreign  corpora- 
tions. 

Mr.  Houghton.  OK,  now,  thank  you  very  much.  We  have  got  to 
move  along  here.  I  would  like  to  talk  to  Mr.  Hogan.  If  I  understand 
what  you  are  saying,  there  are  really  two  issues.  One  is  the  sim- 
plification. Make  it  simple.  Make  it  direct,  make  it  consistent,  and 
we  hear  that  over  and  over  and  over.  But  I  think  that  what  you 
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are  saying  is  something  else,  different  from  anybody  else  here,  is 
that  really  the  tax  structure  and  arithmetic  leveled  at  the  small  oil 
and  gas  producers  is  unfair  in  the  way  it  is  structured  there. 

Mr.  Hogan.  That  is  correct.  There  have  been  a  number  of  issues 
since  1986  in  which  the  structure  has  been  almost  antioil  and  gas. 
I  don't  think  it  was  intended  that  way,  but  the  interpretations  have 
resulted  in  that.  It  is — for  instance,  the  NOGI,  the  net  oil  and  gas 
income  calculation  which  results  in  the  AMT  kicking  in  at  a  higher 
rate  against  intangible  drilling  costs. 

Mr.  Houghton.  OK.  Now,  let  me  ask  you  a  question.  Suppose  to- 
morrow morning  you  woke  up  and  heard  that  the  price  of  a  barrel 
of  oil  was  doubled.  Would  you  be  saying  what  you  are  saying  now 
in  front  of  this  subcommittee? 

Mr.  Hogan.  Well,  in  this  case  I  would  be  because — and  I  will 
give  you  an  example.  Our  company  recently  sold  some  properties. 
We  had  planned  to  take  the  profits  from  selling  those  properties 
and  investing  it  in  some  new  drilling.  We  learned  that  if  we  in- 
vested all  of  that  into  new  drilling,  we  would  be  put  into  a  very 
severe  tax  situation  because  of  the  calculation  of  the  NOGI  on  the 
AMT.  So  whether  the  price  of  oil  was  to  double,  I  would  still  be 
faced  with  that  same  problem  in  that  particular  issue. 

Mr.  Houghton.  All  right.  And  one  other  question.  If  I  under- 
stand what  you  said,  that  you  thought  that  the  concept  of  a  holi- 
day, particularly  when  prices  were  hitting  the  seller,  was  very  im- 
portant just  to  keep  an  industry  breathing;  is  that  right? 

Mr.  Hogan.  It  goes  beyond  that,  and  it  was  talked  about  as  far 
as  research  and  development.  In  the  oil  and  gas  industry,  our  re- 
search and  development  section  is  our  geologists,  and  in  order  to 
test  a  theory,  we  have  to  drill  an  exploratory  well. 

What  we  are  saying  is  that  one  well,  that  well  that  discovers  a 
new  field,  the  well  that  might  cost  10  times  what  the  developmen- 
tal wells  might  cost,  should  receive  a  tax  holiday  if  it  is  successful. 
The  revenues  generated  from  that  one  well  because  of  the  risk,  the 
involvement  that  was  put  into  that  project,  should  receive  a  tax 
holiday. 

If  we  could  get  that,  we  would  be  more  willing  to  take  more 
risks,  and  many  foreign  countries  already  offer  this  and  Canada  is 
very  big  on  it.  There  is  a  tremendous  boon  in  exploration  in  west- 
ern Canada  and  they  are  making  tremendous  discoveries  as  a  re- 
sult of  this. 

Mr.  Houghton.  Would  you  be  willing  to  do,  as  I  have  suggested 
to  Mr.  Morris,  to  give  me  a  one-pager  on  one  or  two  specific  things? 
Maybe  it  is  even  repeating  what  you  have  in  your  testimony,  that 
might  be  of  help  to  resuscitate  the  independent  oil  and  gas  produc- 
ers. 

Mr.  Hogan.  Certainly. 

[The  following  information  was  subsequently  received:] 
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U.S.  Energy 


Development  Corporation 


Investments  in  America's  Energy 


December  28.  1994 


Congressman  Amory  Houghton,  lr 
1110  Longworth  Office  Bid;; 
Washington,  DC  20515 

rw:-  Congressman  Houghton: 

The  following  letter  is  in  response  to  your  request  for  me  to  summarize  what  could 
be  done  by  Congress  to  help  the  independent  oil  and  gas  producers  of  America 

The  US  Government  has  spent  billions  of  dollars  to  save  many  animals  and  plants 
listed  on  the  "Endangered  Species  List"  Today  there  is  another  to  be  added  to  the 
endangered  list--the  Independent  Oil  and  Gas  Producers  of  the  United  States 

Through  careless  application  of  the  tax  code,  inappropriate  enforcement  of 
environmental  laws  and  a  total  disregard  foi  the  flood  of  foreign  (Government  subsidized) 
oil  and  gas  dumped  in  the  U  S  market,  over  400,000  members  (employees)  of  this  species 
have  vanished  (jobs  lost) 

If  Congress  would  take  action  on  the  following  list  of  suggestions  there  may  be  a 
chance  to  reverse  the  debacle  of  the  last  10  years 

1  Relief  from  income  limitation  for  computing  percentage  depletion 
Marginal  wells  should  be  exempt  from  income  limitation  factors 

2  Marginal  production  should  be  exempt  from  the  1000  barrel  a  day 
limitation    \  reasonable  depletion  rate  must  be  allowed  for  this 
valuable  resource 

3  There  must  be  relief  from  the  complex,  confusing  and  time 
consuming  calculations  required  for  AMT  compliance 

4  A  tax  holiday  for  exploratory  wells  and  the  expensing  of  geological 
costs  that  lead  up  to  an  exploratory  project  will  encourage 
independent  producers  to  explore  for  new  oil  and  gas  reserves 
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5.         Congress  working  with  industry  groups  such  as  I  PA  A  should 
work  to  develop  incentives  that  will  help  level  the  playing  field  for 
the  independent  producer  trying  to  compete  in  a  market  dominated 
and  controlled  by  foreign  competition 

Independent  oil  and  gas  producers  in  the  United  States  must  compete  against 
exploration  and  production  companies  from  foreign  countries  that  are  heavily  subsidized 
or  even  owned  by  their  governments  By  removing  the  disincentives  created  by  our  tax 
codes,  correct  interpretation  of  environmental  laws  and  creation  of  modest  incentives, 
Congress  can  save  this  endangered  species 

Sincerely, 

Li^    ,"i    rfc<=cL<- 

Michael  R  Hogan 

President,  US  Energy  Development  Corporation 

Immediate  Past  and  Current  VicePresident,  Independent  Oil  &  Gas  Association  of  NY 

MRH/bjr 
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Chairman  Pickle.  Thank  you.  I  don't  want  to  belabor  these 
points  because  we  have  got  other  witnesses,  but  I  want  to  ask  a 
few  questions  of  the  group  and  just  indicate  by  a  hand.  I  am  trying 
to  get  a  feel  from  you  and  now  some  of  the  other  witnesses. 

In  the  area  of  the  alternate  minimum  tax,  should  the  AMT  be 
repealed  or  should  it  be  corrected  or  simplified  in  some  better  way? 
What  do  you  think?  How  many  think  it  should  be  repealed?  How 
many  think  it  should  be  corrected?  Three  to  one. 

All  right,  with  respect  to  subchapter  S  corporations,  they  have  al- 
ways been  taxed  at  a  rate  lower  than  the  corporate  tax.  Now,  the 
individual  rate  has  changed.  All  at  once,  the  individuals  are  higher 
than  corporations.  Who  should  pay  the  lower  rate?  Should  corpora- 
tions be  lower  than  individuals? 

Mr.  Dobreski.  Corporations  should  be  lower. 

Chairman  Pickle.  They  should  be  lower  than  individuals?  Are 
we  all  in  agreement  with  that? 

Mr.  Morris.  No. 

Chairman  Pickle.  Three  to  one  again,  all  right. 

Let  me  ask  you  a  broader  question.  Should  there  be  any  cor- 
porate tax  at  all? 

Mr.  Dobreski.  I  was  going  to  say,  I  think  there  should  be  no  cor- 
porate tax. 

Chairman  Pickle.  The  rest  of  you  think  we  should  have  no  cor- 
porate tax? 

Mr.  DiMuzio.  That  is  right. 

Chairman  Pickle.  That  is  almost  reversed  and  you  are  kind  of 
equivocating  on  this,  but  I  don't  think  you  are  going  to  get  your 
wish. 

All  right,  the  recommendation,  you  are  unhappy  about  the  bur- 
den. Should  we  have  a  value-added  tax  or  some  kind  of  consump- 
tion tax  instead  of  the  volunteer  tax  system  that  we  have  had  for 
70  years?  Who  thinks  we  ought  to  have  a  value-added  tax  or  should 
we  try  to  correct  our  present  system,  if  we  can? 

Mr.  Morris.  As  long  as  there  is  a  correction  with  the  present 
one. 

Chairman  Pickle.  I  will  say,  who  thinks  we  ought  to  go  to  a  con- 
sumption tax,  value-added  tax? 

Mr.  Morris.  I  think  it  should  be  looked  at. 

Mr.  Hogan.  When  you  look  at  the  value-added  tax  in  some  of  the 
foreign  countries,  it  depends  on  the  application  of  it  and  how  boxed 
up  it  gets,  because  it  doesn't  work  real  well  in  some  foreign  coun- 
tries I  have  been  familiar  with.  It  depends  on  how  complicated  it 
can  get. 

Chairman  PlCKLE.  It  is  going  to  be  a  major  debate,  I  think,  in 
time  to  come,  in  an  immediate  year  or  two  ahead  of  us.  I  have  a 
very  definite  feeling  about  it,  and  I  am  sure  Mr.  Houghton  does, 
but  that  is  not  the  purpose  of  this  hearing  today,  except  to  hear 
opinions  of  what  people  are  thinking. 

Mr.  Dobreski.  I  think,  Mr.  Chairman,  there  should  definitely  be 
a  replacement.  If  you  put  a  value-added  tax  on,  it  shouldn't  be  an 
add-on  tax,  at  least  for  the  business  community. 

Chairman  Pickle.  Here  again,  I  don't  want  to  get  into  an  argu- 
ment whether  it  is  a  value-added  or  add-on  tax. 
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Mr.  Dobreski.  What  I  meant  by  an  add-on  tax,  the  corporate  tax 
and  individual  income  tax  goes  away  and  the  value-added  tax  takes 
the  place  of  it.  That  is  what  I  mean  by 

Mr.  Houghton.  A  substitute? 

Mr.  Dobreski.  A  substitute. 

Chairman  Pickle.  I  just  wanted  to  get  your  viewpoint.  We  are 
going  to  move  on.  I  thank  you  very  much.  I  don't  have  any  other 
questions.  I  thank  you  very  much  for  your  testimony. 

Now  we  are  going  to  ask  the  Strickland  Optical  Laboratories  rep- 
resentative, the  United  Dividers  representative,  the  Berry  Farms 
representative,  and  the  Corning  Glass  representative,  if  you  will 
come  forward  and  take  your  position  at  the  table. 

Our  first  witness  will  be  Barbara  Strickland,  owner  of  the 
Strickland  Optical  Laboratories,  then  W.  Jackson  Woodin,  presi- 
dent and  CEO  of  the  United  Dividers,  Inc.,  Sjana  McClure,  rep- 
resentative of  Berry  Farms,  and  Donald  Stevenson,  representing 
Corning  Corp. 

The  first  witness  then  will  be  Barbara  Strickland.  Ms. 
Strickland. 

STATEMENT  OF  BARBARA  JEAN  STRICKLAND,  OWNER, 
STRICKLAND  OPTICAL  LAB,  JAMESTOWN,  N.Y. 

Ms.  Strickland.  Thank  you.  My  name  is  Barbara  Jean 
Strickland  and  my  husband  Steve  and  I  own  a  wholesale  optical 
lab  in  Jamestown,  N.Y.  I  am  appearing  as  a  witness  on  behalf  of 
the  Rochester  chapter  of  the  Tax  Executives  Institute. 

I  have  five  employees  and  have  been  in  business  for  7  years. 
Gross  receipts  for  the  past  3  years  have  held  steady  at  approxi- 
mately $350,000.  Of  that  $350,000,  approximately  $70,000  is  em- 
ployee payroll  and  our  Federal  tax  obligations  are  usually  around 
$30,000.  I  estimate  our  administrative  cost  for  compliance  with  IRS 
at  $3,900  annually. 

As  far  as  reducing  this  burden  is  concerned,  I  must  preface  my 
remarks  by  saying  that  striving  to  reduce  the  administrative  com- 
pliance cost  of  Federal  tax  laws  is  like  trying  to  figure  out  how  to 
make  existing  crime  in  our  streets  seem  less  violent.  By  claiming 
to  attempt  to  solve  the  problem  by  focusing  on  a  mere  detail  of  the 
issue,  we  disempower  ourselves  and  sabotage  any  chance  we  may 
have  at  really  affecting  positive  change. 

It  is  the  tax  burden  itself  and  the  perception  of  minimum  or  non- 
existent value  received  in  return  that  is  strangling  existing  busi- 
ness and  discouraging  entrepreneurship  and  growth. 

I  am  an  average  small  businessowner.  I  have  a  high  school  edu- 
cation. I  have  three  children,  I  have  a  mortgage.  I  enjoy  challenges. 
I  seek  peace  in  my  soul.  I  am  not  stupid.  I  know  that  a  business 
can  only  survive  when  it  delivers  goods  and  services  that  customers 
are  willing  to  pay  for. 

The  same  holds  true  for  government.  My  tax  burden,  both  ad- 
ministrative compliance  and  actual  tax  obligations,  is  literally 
money  down  the  drain  to  me.  Not  only  are  these  dollars  not  being 
spent  to  improve  life  in  the  United  States,  I  believe  the  ways  my 
money  is  spent  actually  degrade  us  as  human  beings  and  weaken 
our  will  to  achieve  and  grow. 
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I  am  presently  in  the  startup  process  of  a  second  small  manufac- 
turing business.  Before  production  even  begins,  I  am  hard  pressed 
to  avoid  contracting  overseas  for  my  products  manufacture.  I  in- 
tend to  avoid  this  at  all  costs,  short  of  actually  giving  up  before  I 
begin. 

Since  we  opened  our  optical  lab,  two  of  our  three  major  suppliers 
have  moved  their  manufacturing  operations  to  Mexico.  This  is  no 
coincidence  and  they  are  both  now  boasting  of  improved  bottom 
lines.  The  old  ultimatum,  as  long  as  you  live  under  my  roof,  you 
will  do  as  I  say,  backfired  with  teenagers  and  is  now  backfiring 
with  business. 

Entrepreneurs  will  be  entrepreneurs  no  matter  what  we  do  about 
the  tax  burden  or  the  lack  of  spending  common  sense  on  Capitol 
Hill.  Entrepreneurs  will  simply  remove  their  talents  and  their  fac- 
tories and  their  money  from  U.S.  soil  to  countries  that  treat  them 
as  they  should  be  treated,  like  good  repeat  customers,  rather  than 
like  a  privately  owned  resource  that  can  be  pumped  dry  at  will. 

My  recommendation  for  reducing  the  compliance  burden  is  as  fol- 
lows: Repeal  the  income  tax  amendment,  replace  it  with  a  con- 
sumption tax.  Such  a  tax  will  promote  responsible  consumerism, 
encourage  saving,  encourage  investment  and  eliminate  compliance 
burdens. 

Reducing  the  compliance  burden  in  view  of  the  out  of  control  na- 
tional debt  is  like  putting  a  Band-Aid  on  a  severed  artery.  It 
doesn't  begin  to  solve  the  problem  and  could  waste  valuable  time. 
If  we  do  not  begin  applying  direct  pressure  and  prepare  for  surgery 
soon,  we  shall  surely  bleed  to  death. 

The  task  before  us  then  is  to  undo  on  purpose  what  we  have 
done  by  accident.  That  is,  to  minimize  government's  tax  compliance 
burden  on  business  by  shifting  that  burden  back  to  the  individual 
where  it  belongs.  It  is  the  individual  that  wields  the  vote,  shoulders 
the  responsibility,  and  exercises  the  freedom  of  choice. 

When  the  individual  can  feel  the  daily  impact  of  his  tax  obliga- 
tions without  the  buffer  of  a  business-designated  collection  system, 
he  will  better  understand  the  connection  between  his  complacency 
and  the  mismanagement  of  his  hard-earned  tax  dollars. 

No  entity  can  go  on  increasing  its  debt  indefinitely.  I  would  not 
mind  hard  times  if  they  are  a  result  of  common  sense  reforms  and 
cuts.  I  object  profoundly  to  the  hardship  created  by  fiscal 
irresponsibilities.  To  promote  business,  leave  it  alone. 

Until  Congress  can  operate  with  a  balanced  budget  and  a  surplus 
as  business  must  to  survive,  business  does  not  wish  to  be  given  any 
advice  or  help.  Concentrate  your  efforts  on  simplifying  our  business 
lives  and  this  country  will  be  rewarded  with  a  flourishing  business 
climate  and  the  kind  of  solid  growth  that  even  our  grandchildren 
can  depend  on. 
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I  appreciate  the  time  and  attention  you  have  given  me.  1  know 
that  my  focus  has  been  more  forest  than  tree.  Please  remember 
that  as  a  successful  businessowner,  I  understand  that  a  constant 
examination  of  both  the  tree  and  the  overall  forest  is  essential  for 
the  survival  of  either. 

Thank  you. 

Chairman  Pickle.  Thank  you  very  much  for  your  plain  spoken 
statement. 

[The  prepared  statement  follows:] 


110 


TESTIMONY  OF  BARBARA  JEAN  STRICKLAND 
STRICKLAND  OPTICAL  LAB,  JAMESTOWN,  N.Y. 

My  name  is  Barbara  Jean  Strickland  and  my  husband,  Steve, 
and  I  own  a  wholesale  optical  lab  in  Jamestown,  New  York.  I 
am  appearing  as  a  witness  on  behalf  of  the  Rochester  chapter 
of  the  Tax  Executives  Institute.   I  have  five  employees  and 
have  been  in  business  for  seven  years.   Gross  receipts  for  the 
past  three  years  have  held  steady  at  approximately  $350,000. 

Of  that  $350,000.00,  approximately  $70,000.00  is  employee 
payroll  and  our  federal  tax  obligations  are  usually  around 
$30,000.00. 

I  estimate  our  administrative  costs  for  compliance  with 
IRS  at  $3900.00  annually. 

As  far  as  reducing  this  burden  is  concerned,  I  must  preface 
my  remarks  by  saying  that  striving  to  reduce  the  administrative 
compliance  costs  of  federal  tax  laws  is  like  trying  to  figure 
out  how  to  make  existing  crime  in  our  streets  seem  less  violent. 
By  claiming  to  attempt  to  solve  the  problem  by  focusing  on  a 
mere  detail  of  the  issue,  we  disempower  ourselves  and  sabotage 
any  chance  we  may  have  at  really  affecting  positive  change. 

It  is  the  tax  burden  itself  and  the  perception  of  minimal 
or  non-existent  value  received  in  return,  that  is  strangling 
existing  business  and  discouraging  entrepreneurship  and  growth. 

I  am  an  average  small  business  owner.   I  have  a  high  school 
education.   I  have  three  children.   I  have  a  mortgage.   I  enjoy 
challenges.   I  seek  peace  in  my  soul.   I  am  not  stupid!   I  know 
that  a  business  can  only  survive  when  it  delivers  goods  or 
services  that  customers  are  willing  to  pay  for.   The  same  holds 
true  for  government. 

My  tax  burden,  both  administrative  compliance  and  actual 
tax  obligations,  are  literally  money  down  the  drain  to  me. 
Not  only  are  these  dollars  not  being  spent  to  improve  life  in 
the  United  States;  I  believe  the  ways  my  money  is  spent  actually 
degrade  us  as  human  beings  and  weaken  our  will  to  achieve  and 
grow. 

I  am  presently  in  the  start-up  process  of  a  second  small 
manufacturing  business.   Before  production  even  begins,  I  am 
hard-pressed  to  avoid  contracting  over-seas  for  my  product's 
manufacture.   I  intend  to  avoid  this  at  all  costs,  short  of 
actually  giving  up  before  I  begin! 

Since  we  opened  our  optical  lab,  two  of  our  three  major 
suppliers  have  moved  their  manufacturing  operations  to  Mexico. 
This  is  no  coincidence  and  they  are  both  now  boasting  of  improved 
bottom  lines.   The  old  ultimatum  "As  long  as  you  live  under 
my  roof  you'll  do  what  I  say!",  backfired  with  teen-agers  and 
it  is  now  backfiring  with  business. 

Entrepreneurs  will  be  entrepreneurs  no  matter  what  we  do 
about  the  tax  burden  or  the  lack  of  any  spending-common-sense 
on  Capitol  Hill.   Entrepreneurs  will  simply  remove  their  talents 
and  their  factories  and  their  money  from  U.S.  soil  to  countries 
that  treat  them  as  they  should  be  treated;  like  good  repeat 
customers,  rather  than  like  a  privately  owned  resource  that 
can  be  pumped  dry  at  will. 
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My  recommendation  for  reducing  the  compliance  burden  is 
as  follows: 

Repeal  the  income  tax  amendment.   Replace  it  with  a 
consumption  tax.   Such  a  tax  will  promote  responsible 
consumerism,  encourage  saving,  encourage  investment,  and 
eliminate  compliance  burdens. 

Reducing  the  compliance  burden  in  view  of  the  out-of -control 
national  debt,  is  like  putting  a  band-aid  on  a  severed  artery. 
It  doesn't  begin  to  solve  the  problem  and  could  waste  valuable 
time.   If  we  do  not  begin  applying  direct  pressure  and  prepare 
for  surgery  soon,  we  shall  surely  bleed  to  death. 

The  task  before  us,  then,  is  to  undo  on  purpose  what  we 
have  done  by  accident.   That  is,  to  minimize  government's  tax 
compliance  burden  on  business  by  shifting  that  burden  back  to 
the  individual,  where  it  belongs.   It  is  the  individual  that 
wields  the  vote,  shoulders  the  responsibility  and  exercises 
the  freedom  of  choice. 

When  the  individual  can  feel  the  daily  impact  of  his  tax 
obligations  without  the  buffer  of  a  business-designated 
collection  system,  he  will  better  understand  the  connection 
between  his  complacency  and  the  mismanagement  of  his  hard-earned 
tax  dollars. 

No  entity  can  go  on  increasing  its  debt  indefinitely. 
I  would  not  mind  hard  times  if  they  are  a  result  of  common-sense 
reforms  and  cuts.   I  object  profoundly  to  the  hardship  created 
by  fiscal  irresponsibilities.   To  promote  business,  leave  it 
alone.   Until  Congress  can  operate  with  a  balanced  budget  and 
a  surplus  (as  business  must  to  survive)  business  does  not  wish 
to  be  given  any  advice  or  "help".   Concentrate  your  efforts 
on  simplifying  our  business  lives,  and  this  country  will  be 
rewarded  with  a  flourishing  business  climate  and  the  kind  of 
solid  growth  that  even  our  grandchildren  can  depend  on. 

I  appreciate  the  time  and  attention  you  have  given  me. 
I  know  that  my  focus  has  been  more  "forest"  than  "tree".   Please 
remember  that  as  a  successful  business  owner,  I  understand  that 
a  constant  examination  of  both  the  "tree"  and  the  overall 
"forest"  is  essential  for  the  survival  of  either. 

Thank  you. 
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Chairman  Pickle.  Now,  Mr.  Woodin,  representing  United  Divid- 
ers. 

STATEMENT  OF  W.J.  WOODEN,  JR.,  PRESIDENT,  UNITED 
DIVIDERS,  INC.,  ELMIRA,  N.Y. 

Mr.  Woodin.  Chairman  Pickle,  Congressman  Houghton,  ladies 
and  gentlemen,  I  am  the  only  testifier  from  Elmira,  so  I  would  like 
it  to  show  on  the  record  that  you  are  officially  welcomed  here. 

Chairman  PlCKLE.  Thank  you. 

Mr.  Woodin.  My  name  is  W.J.  Woodin,  Jr.  I  own  United  Divid- 
ers, Inc.,  which  is  located  here  in  Elmira.  We  produce  unassembled 
corrugated  partitions  and  cartons  for  general  industrial  use,  pri- 
marily in  upstate  New  York.  We  employ  29  people.  I  am  the  plant 
engineer,  the  sales  force,  the  business  planner,  the  human  resource 
director,  as  well  as  the  general  manager.  We  are  so  small  some- 
times I  bring  my  dog  to  work. 

I  am  happy  to  report  that  the  SBA  and  REDEC,  the  Regional 
Economic  Development  and  Energy  Corp.,  were  very  helpful  in  my 
acquisition  of  United  Dividers,  and  that  is  in  contrast  to  the  tax 
compliance  regulations  that  followed  the  acquisition. 

Specifically,  I  would  like  to  talk  briefly  about  the  Tax  Reform  Act 
of  1986  which  affected  our  defined  contribution  retirement  plans. 
We  were  required  by  the  Tax  Reform  Act  of  1986  to  rewrite  those 
plans,  however,  the  IRS  did  not  finalize  the  nondiscrimination  reg- 
ulations until  4  years  later  in  1991.  We  were  therefore  expected  to 
hit  what  I  call  a  "moving  regulatory  target"  and  in  order  to  do  that, 
we  must  hire  expert  advisors  at  not  inconsiderable  expense,  spend 
a  lot  of  time  worrying  about  whether  or  not  we  were  in  compliance, 
and  were  generally  distracted  from  the  task  at  hand  of  running  a 
business. 

Our  recommendations  are  to  leave  plans  that  are  approved  prior 
to  regulatory  changes  in  place  without  change  until  such  times  as 
the  new  regulations  are  finalized  without  threat  of  being  found  out 
of  compliance.  I  also  suggest  that  special  rules  for  employers  with 
less  than  100  people  be  so  dramatically  simplified  that  we  can  do 
all  the  filing  ourselves  without  the  need  for  expert  outside  help. 

Second,  I  would  like  to  talk  about  the  IRS  receipt  of  forms.  On 
July  27th  our  retirement  plan  administrator,  this  is  last  year,  elec- 
tronically filed  form  5500  for  our  two  pension  plans.  We  were  noti- 
fied that  the  report  for  plan  001  was  rejected  while  the  report  for 
the  second  plan  was  accepted.  The  administrator  called  the  IRS 
and  a  change  to  the  form  was  suggested. 

The  revised  form  was  resubmitted  electronically  and  was  rejected 
again.  Subsequently,  we  were  advised  to  submit  a  hard  copy  of  the 
form,  which  we  did.  However,  we  were  told  to  send  the  hard  copy 
to  Holtsville,  N.Y.,  whereas  the  electronic  filing  goes  to  Andover, 
M.A.  Then  11  months  later,  about  3  weeks  ago,  we  received  a  letter 
entitled  "Final  Notice — Your  Return  Is  Overdue."  The  letter  goes 
on  to  advise  that  we  had  been  written  to  before,  our  reply  was  in- 
adequate, and  if  we  did  not  contact  the  IRS  by  December  7,  "We, 
the  IRS,  may  have  to,  one,  summon  you  to  come  to  our  office,  two, 
complete  a  substitute  return,  three,  begin  an  audit  of  your  plan." 
And  I  continue  to  quote,  'The  audit  may  result  in  disqualification." 
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My  feelings  are  that  such  a  threat  by  the  IRS  is  unnecessary  and 
I  consider  it  harassment  since  we  had  already  filed  the  required  re- 
port three  times,  and  I  think  it  is  evident  by  the  fact  that  we  had 
made  now  four  attempts  to  file  the  report  that  we  want  to  comply. 
One  of  our  recommendations  is  that  the  IRS  should  certainly  treat 
taxpayers  like  customers. 

Second,  when  a  filing  problem  occurs,  the  IRS  should  determine 
the  cause  of  the  failure  internally,  especially  in  our  case  where  16 
returns  were  filed  and  only  1  was  rejected. 

As  Mr.  Monks,  I  think,  mentioned  earlier,  talking  about  a  track- 
ing system,  I  would  certainly  recommend  that  the  IRS  implement 
a  quality  assurance  system,  such  as  all  manufacturers  have,  to 
measure  performance.  Wouldn't  it  be  wonderful  if  the  IRS  could 
win  the  Malcolm  Baldridge  award? 

The  third  subject  is  spousal  limits  on  retirement  fund  contribu- 
tions which  are  unfair  and  very  complicated  to  calculate.  The  IRS 
regulations  place  a  limit  on  the  eligible  compensation  to  be  utilized 
as  the  basis  for  making  contributions  to  any  individual's  qualified 
retirement  plan.  However,  in  my  case  as  a  corporation  owner  who 
employs  his  wife,  the  same  limit  applies  to  our  combined  incomes. 
For  our  allowed  retirement  allocations  to  be  limited  just  because 
we  are  married  is  unfair  to  both  of  us.  Furthermore,  the  IRS  filing 
requirements  are  so  complicated  we  must  again  hire  outside  expert 
help  to  assure  that  all  the  forms  and  reports  are  completed  cor- 
rectly and  filed  on  time,  both  expensive  and  time  consuming. 

Our  recommendations  are  to  remove  the  spousal  restrictions,  as- 
suming both  husband  and  wife  are  bona  fide  employees  and  meet 
other  retirement  plan  qualifications,  restore  the  retirement  plan 
compensation  ceiling  to  the  level  prior  to  the  1993  Tax  Reconcili- 
ation Act,  and  once  again  simplify  the  reporting  so  we  can  do  it 
ourselves. 

Fourth,  this  subject  has  been  beaten  up  a  lot  today,  but  I  will 
talk  about  it  briefly,  depreciation  rules  are  unnecessarily  complex 
and  the  spin  I  would  like  to  take  is  they  do  not  serve  as  incentives 
for  us  to  upgrade.  Again,  there  are  so  many  depreciation  rules  we 
have  to  hire  a  CPA.  We  have  book  depreciation,  tax  depreciation, 
AMT  depreciation,  ACE  depreciation,  and  the  rules  change  fre- 
quently. The  depreciation  period  for  commercial  real  estate  has 
been  extended  from  15  to  39  years  or  more  depending  on  the  indus- 
try. 

Also  on  the  subject  of  depreciation,  and  this  is  the  incentivizing 
to  upgrade  part,  the  current  section  179  exclusion  of  $17,500  in 
capital  expenditures  from  depreciation  schedules  is  helpful,  but 
that  amount  is  hardly  a  stimulus  for  even  a  little  company  like 
United  Dividers.  We  need  to  add  the  equipment  necessary  to  make 
the  quantum  leaps  in  productivity  that  are  absolutely  essential  if 
we  are  going  to  compete  in  the  ever-shrinking  global  marketplace 
which  is  going  to  get  even  more  competitive  after  the  full  impacts 
of  GATT  are  implemented. 

Our  recommendation  here  is  we  need  simplified  realistic  depre- 
ciation rules  that  we  can  calculate  ourselves  that  can  help  us  be- 
come more  competitive,  not  rules  that  make  our  lives  more  difficult 
and  provide  little  incentive  for  capital  expenditure.  I  would  even — 
this  is  not  in  my  written  remarks,  but  I  would  suggest  that  per- 
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haps  capital  investment  could  be  incentivized  by  tying  it  to  employ- 
ment growth  so  you  could  have  a  cumulative  effect  there. 

In  conclusion,  United  Dividers  is  a  vigorous  company.  We  work 
hard  every  day  to  strengthen  our  operation  with  higher  quality  and 
increase  productivity.  We  are  excited  by  the  endless  opportunities 
for  growth  and  improvement.  We  think  that  with  thoughtful,  con- 
sistent, simplified  tax  rules,  companies  like  United  Dividers  can 
more  successfully  increase  technology  development,  employment, 
and  general  prosperity  for  the  future.  These  conclude  my  remarks. 

I  thank  you  for  the  opportunity. 

Chairman  Pickle.  Well,  we  thank  you,  Mr.  Woodin. 

[The  prepared  statement  follows:] 
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TESTIMONY  OF  W.  J.  WOODIN,  JR.,  PRESIDENT 
UNITED  DIVIDERS  INC.,  ELMIRA,  N.Y. 

Congressman  Pickle,  Congressman  Houghton,  ladies  and  gentlemen. 
My  name  is  W.  J.  Woodin,  Jr.  and  I  own  United  Dividers,  Inc. 
located  here  in  Elmira.  United  Dividers  is  a  subchapter  "S" 
corporation  founded  in  1967  to  supply  un-assembled  corrugated 
partitions  to  the  old  Thatcher  Glass  plant  in  Elmira.  Since 
then,  the  company  has  grown  and  diversified,  and  now  produces 
assembled  corrugated  partitions  and  cartons  for  general  industri- 
al use,  primarily  in  upstate  New  York. 

United  Dividers  employs  29  people.  I  am  the  plant  engineer,  the 
sales  force,  the  business  planner,  the  human  resources  director 
as  well  as  the  general  manager.  The  company  is  so  small  I  often 
bring  my  dog  to  work. 

There  are  a  number  of  Federal  tax  and  regulatory  issues  that  are 
costly,  time-consuming,  distracting,  and  even  stressful.  These 
situations  serve  as  disincentives  to  me  personally,  to  United 
Dividers,  and  probably  to  other  small  businesses  as  well. 

Before  I  review  these  situations,  I  would  like  to  make  it  clear 
that  the  Small  Business  Administration,  and  our  local  director 
Jim  Cristofaro,  were  extremely  supportive  in  my  acguisition  of 
United  Dividers.  Also,  REDEC  (Regional  Economic  Development  and 
Energy  Corporation,  part  of  the  Appalachian  Regional  Commission 
under  the  US  Department  of  Commerce  Economic  Development  Adminis- 
tration), and  Executive  Director  Diane  Lantz,  provided  a  key  loan 
to  assist  in  my  buying  the  company. 

I  want  to  mention  the  key  roles  of  the  SBA  and  REDEC  in  my  acqui- 
sition of  the  company,  because  their  programs  are  in  contrast  to 
what  happens  to  a  small  business  after  it  gets  going.  The  Feder- 
al programs  developed  to  foster  business  start-up  worked  well, 
at  least  in  my  case.  But  then  the  tax  compliance  requirements, 
particularly,  go  the  other  way  and  are  expensive,  time-consuming 
and  distracting.  I  point  out  this  contrast  because  I  assume 
that  the  federal  government  wants  to  stimulate  business  growth, 
and  particularly  small  business  growth,  since  it  is  a  given  fact 
that  small  business  is  the  engine  that  drives  growth  in  technolo- 
gy, employment  and  general  prosperity. 


Specifically, 

I  .The  Tax  Reform  Act  of  1986  affected  our  defined  contribution 
retirement  plans.  We  were  required  by  the  Tax  Reform  Act  of  1986 
to  rewrite  these  plans  in  1987  to  comply  with  the  new  require- 
ments. However,  the  IRS  did  not  finalize  the  non-discrimination 
regulations  until  four  years  later  in  1991.  While  the  IRS  kept 
delaying  the  compliance  date  for  the  form  of  the  plans,  we  were 
expected  to  operate  our  plans  in  good  faith  from  the  1987  effec- 
tive date  until  the  regulations  were  finalized.  This  meant  that 
we  were  required  to  operate  our  retirement  plans  in  "good  faith" 
in  the  intervening  years  according  to  the  interpretation  of  the 
regulations  at  any  point  in  time.  We  were  expected  to  be  able  to 
hit  a  "moving  regulatory  target"  and  in  order  to  do  that,  we  had 
to  hire  expert  advisors,  at  not  inconsiderable  expense,  spend  a 
lot  of  time  worrying  about  whether  or  not  we  were  in  compliance, 
and  were  generally  distracted  from  the  task  at  hand,  which  is 
running  our  business.  The  irony  of  the  situation  is  that  we  are 
not  required  to  offer  retirement  plans.  We  created  these  plans, 
which  are  totally  funded  by  the  company,  because  we  think  it  is 
the  right  thing  to  do  for  our  employees ...  and  then  we  have  to  go 
through  all  this  agony  to  make  the  plans  comply.  Once  the  regu- 
lations were  finalized,  our  administrator  bought  prototype  plans 
and  submitted  them,  at  a  filing  cost  of  $125  each,  which  is 
adding  insult  to  injury  after  all  the  time  and  effort  required  to 
get  even  to  that  point. 

Recommendation:  when  regulatory  changes  are  made,  plans  approved 
prior  to  the  changes  should  be  permitted  to  operate  under  the 
prior  rules  until  the  new  regulations  are  finalized  without 
threat  being  found  out  of  compliance.  Further,  I  would  suggest 
that  special  rules  for  employers  of  less  than  100  people  be 
dramatically  simplified  so  that  the  need  to  hire  high  priced 
expert  counsel  is  reduced. 
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II.  IRS  receipt  of  forms  needs  improvement.   On  July  27,  1993, 

he  July  31  due  date,  our  retirement  plan  administrator 
.-onically  filed  forms  5500C/R  ("Return  Report  of  Employee 
Benefit  Plan")  for  our  two  pension  plans.   On  Slept.  2,  1993,  we 
were  notified  the  report  for  our  plan  001  was  rejected,  while  the 
return  for  our  plan  002  was  accepted.   We  were  not  advised  why 
the  one  form  was  rejected.   The  administrator  called  the  IRS  and 
a  change  to  the  form  was  suggested.   The  rejected  form  5500  was 
: onically  resubmitted  on  December  3,  1993  and  was  rejected 
jqain  on  December  23,  1993.   Subsequently,  we  were  advised  to 
submit  a  hard  copy  of  the  form  5500,  which  we  did.   However,  we 
old  to  send  the  hard  copy  to  Holtsville,  NY,  whereas  the 
electronic  filing  goes  to   Andover,  MA.   Then,  eleven  months 
later,  on  November  14,  1994,  we  received  a  letter  entitled  "FINAL 
NOTICE  -  YOUR  RETURN  IS  OVERDUE".   The  letter  goes  on  to  advise 
e  had  been  written  to  before,  our  reply  was  inadequate,  and 
did  not  contact  the  IRS  by  December  7,  1994,   "we  (the  IRS) 
ave  to:  1.  Summon  you  to  come  into  our  office  with  your 
books  and  records,  or  2.  Complete  a  substitute  return  form  based 
ormation  we  have,  or  3.  Begin  an  audit  of  your  plan.  (Note: 
An  Tudit  of  your  plan  may  result  in  the  disqualification  of  your 
. .)."  Such  a  threat  by  the  IRS  is  unnecessary,  and  I  consid- 
er it  harassment,  since  we  had  already  filed  the  required  report 
three  times.   The  letter  goes  on  to  say  "to  avoid  these  actions, 
please:  1.  File  the  required  form,  (which    we   already  did)    or  2. 
i  have  already  filed,  send  us  a  copy  of  the  original  form 
.led  (which    we   already   did),    or,  3.  Explain  why  you  believe 
you  are  not  required  to  file  a  form  5500."   So  as  a  result  of  the 
■  failure  of  the  IRS  to  coordinate  subsequent  submissions  we 
nad  to  waste  hours  resubmitting  the  form  electronically 
and  manually  twice  more.   And  for  the  IRS  to  threaten  us 
with  audits  or  disqualifications  is  unnecessary  and  counter- 
productive when  it's  obvious  that  we  want  to  comply. 

■  emendations : 
i.  when  a  filing  problem  occurs,  the  IRS  should  determine  the 
cause  of  the  failure  internally,  especially  in  a  case  like  this 
•.■.•hen  there  were  a  total  of  16  returns  filed  and  only  one  was 
ted; 

2.  the  IRS  should  improve  the  integration  of  their  systems  and 
their  communications  between  locations;  the  IRS  should  not  threa- 
ten taxpayers  but  rather  treat  us  like  customers,  not  malinger- 
ers,  until   and  unless  we  prove  ourselves  as  such. 

3.  the  IRS  implement  a  quality  assurance  system  to  measure  per- 

-ce  levels  and  to  allow  IRS  management  to  focus  on  problem 
areas.  Wouldn't  it  be  wonderful  if  the  IRS  could  win  the  Malcolm 
Baldridge  Award? 

III .  Spousal  limits  on  retirement  fund  contributions  are  unfair 
and  very  complicated  to  calculate.     IRS  regulations  place  a 

on  the  eligible  compensation  to  be  utilized  as  the  basis 
<<ing  contributions  to  any  individual's  qualified  retirement 
plan.  However,  in  the  case  of  a  corporation  owner  who  employs 
his  or  her  spouse,  the  same  limit  applies  to  their  combined 
incomes.  As  Chief  Financial  Officer,  my  wife  is  a  full-time, 
critical  member  of  the  management  team  at  United  Dividers.  For 
our  allowed  retirement  allocations  to  be  limited  just  because  we 
rried  is  unfair  to  both  of  us.  Any  other  CFO  who  was  not 
my  wife  would  be  entitled  to  a  full  retirement  contribution,  and 
further,  any  other  CFO  who  was  not  my  wife  would  not  cause  allo- 
cations to  my  own  retirement  account  to  be  reduced.  The  effect 
of  this  rule  is  to  seriously,  and  unfairly,  restrict  what  may  be 
: outed  to  our  retirement  plans.  Furthermore,  the  IRS  filing 
requirements  are  so  complicated  we  must  hire  an  outside  adminis- 
trator to  assure  that  all  the  forms  and  reports  are  completed 
correctly  and  filed  on  time.  This  is  both  expensive  and  time 
consuming. 

Recommendations : 

1.  remove  the  spousal  restrictions  and  allow  both  husband  and 
wife  to  receive  full  allocations  to  their  retirement  plans,  if 
they  aie  indeed  bona  fide  employees  and  meet  other  retirement 
plan  qualifications; 

2.  restore  the  retirement  plan  compensation  ceiling  to  the  level 
prior  to  the  1993  Tax  Reconciliation  Act. 

3.  simplify  retirement  plan  reporting  so  that  we  can  do  it  our- 
selves . 
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IV. Depreciation  rules  are  unnecessarily  complex  and  do  not  serve 
as  incentives  to  up-grade.  There  are  so  many  depreciation  rules 
we  have  to  hire  a  CPA  to  make  sure  we  are  tracking  and  depreciat- 
ing everything  correctly.  We  have  book  depreciation,  tax  depre- 
ciation, AMT  depreciation,  and  ACE  depreciation,  all  of  which 
vary  by  industry,  by  equipment  type,  and  even  by  the  time  of  year 
when  a  purchase  is  made.  It  is  so  complicated  that  even  a  CPA 
has  to  use  expensive  computer  programs  to  keep  it  all  straight. 
Furthermore,  the  rules  change  frequently.  The  depreciation 
period  for  commercial  real  estate  has  been  extended  from  15  to  39 
years  (or  more  depending  on  the  industry  and  method  of  deprecia- 
tion), which  is  not  only  an  administrative  problem,  but  makes  our 
consideration  of  a  new  building  to  replace  our  out-dated  leased 
facility  less  attractive  as  an  investment.  Likewise,  the  depre- 
ciation rule  for  a  business  automobile  limits  depreciation  to 
$13,860  over  five  years  and  $1,475  per  year  beyond  five  years. 
This  rule  needs  to  be  up-dated  since  a  car  suitable  for  business 
use  simply  cannot  be  bought  for  the  depreciation  limit,  and 
secondly,  a  business  car  frequently  has  out-lived  its  usefulness 
after  two  or  three  years.  Also  on  the  subject  of  depreciation, 
the  current  section  179  exclusion  of  $17,500  in  capital  expen- 
ditures from  depreciation  schedules  is  helpful,  but  that  amount 
is  hardly  a  stimulus  for  a  company  like  United  Dividers.  We  need 
to  add  the  equipment  necessary  to  help  make  the  quantum  leaps  in 
productivity  that  are  absolutely  essential  if  we  are  going  to 
compete  in  the  ever-shrinking  global  marketplace,  which  is  going 
to  get  even  more  competitive  after  the  full  effects  of  GATT  are 
felt. 

Recommendation:  We  need  simplified,  realistic  depreciation  rules 
that  we  can  calculate  ourselves  and  that  can  help  us  become  more 
competitive,  not  rules  that  make  our  lives  more  difficult  and 
provide  little  incentive  for  capital  expenditures. 

In  conclusion,  United  Dividers  is  a  vigorous  company.  We  strug- 
gle every  day  to  strengthen  our  operation  with  higher  quality, 
increased  productivity  and  improved  quality.  We  are  excited  by 
endless  opportunities  for  growth  and  improvement.  With  thought- 
ful, consistent  and  simplified  tax  rules,  companies  like  mine  can 
more  successfully  increase  technology  development,  employment  and 
general  prosperity  in  the  future. 

Thank  you  for  the  opportunity  to  share  these  observations  with 
you. 
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Chairman  Pickle.  Now  we  will  hear  from  Berry  Farms,  Mrs. 
McClure.  I  understand  you  do  not  have  a  written  statement,  but 
that  it  has  been  sent  to  Washington  apparently  and  it  is  missing 
in  the  process  of  movement. 

Ms.  McClure.  Yes,  that  is  correct. 

Chairman  Pickle.  But  we  would  be  glad  to  have  your  statement. 

STATEMENT  OF  SJANA  McCLURE,  OWNER,  BERRY  FARMS, 

GENOA,  N.Y. 

Ms.  McClure.  Thank  you,  Chairman  Pickle,  and  I  will  send  an- 
other copy  down  when  I  get  home.  Chairman  Pickle,  Congressman 
Houghton,  members  of  the  subcommittee  and  especially  individual 
taxpayers  that  are  here  today,  it  is  indeed  an  honor  to  be  here.  My 
name  is  Sjana  McClure.  I  am  from  Berry  Farms,  which  is  an  indi- 
vidual farm  in  Cayuga  County  in  upstate  New  York. 

In  regards  to  the  IRS  gentleman,  I  believe  it  was  Mr.  Wenzel, 
had  made  a  wonderful  comment  today  in  the  fact  that  we  all  need 
to  educate  ourselves  through  tax  laws  to  be  able  to  give  any  type 
of  input  into  systems  that  are  affected  by  these  laws.  To  profess, 
before  I  worked  for  a  farm,  I  worked  for  7  years  as  a  bank  auditor 
for  a  bank  holding  company  in  Rochester,  N.Y.,  which  owned  40  in- 
dividual banks  in  upstate  New  York.  I  am  an  accountant  by  trade 
and  by  schooling. 

Lets  get  to  the  basics.  One  of  the  things  that  is  hurting  the  farm 
industry — which  by  the  way  is  the  largest  industry  in  upstate  New 
York  outside  of  New  York  City  supporting  the  State  of  New  York — 
is  the  12-percent  Federal  excise  tax  that  is  automatically  put  onto 
10  wheeler  trucks  when  you  purchase  them  new.  This  is  debilitat- 
ing to  us.  It  doesn't  even  include,  obviously,  the  sales  State  tax  and 
other  road  taxes,  Federal  and  local  and  State  that  are  put  on. 

What  does  this  mean?  It  means  that  if  you  are  an  individual  per- 
son, you  automatically  pay  this  excise  tax.  If  you  are  a  huge  con- 
glomerate, as  the  Federal  truckers  unions  are,  you  get  that  tax  by 
lobbying  in  Congress  off  the  books  for  tractor  trailer  trucks  which 
are  on  the  roads  on  a  daily  basis. 

Don't  get  me  wrong.  We  as  individuals  want  to  pay  our  fair  share 
of  taxes,  and  even  more  so  if  need  be  to  keep  this  wonderful  coun- 
try going.  But  realistically,  by  being  an  individual,  which  the  ma- 
jority of  farms  are,  we  are  paying  this  12  percent  tax  to  use  the 
road  system  from  the  field  to  the  road  back  to  the  farm.  The  12 
percent,  which  is  only  to  help  maintain  the  Federal  budget,  is  hav- 
ing to  come  from  a  1-percent  income  that  is  being  generated  by 
that  truck,  and  as  things  get  worse  and  worse  and  crop  prices  get 
lower  and  lower,  then  the  percentage  of  income  generated  from 
that  truck  is  even  less  than  1  percent. 

So  paying  it  out  of  proportion  of  what  the  income  is  being  pro- 
duced by  the  truck  is  debilitating  in  expansion  and  performing 
more  jobs.  There  was  a  very  good  draft  in  Readers  Digest  magazine 
that  shows  that  production  of  the  country  is  60  percent  government 
jobs  right  now  and  40  percent  of  that  is  individual.  We  need  to  be 
able  to  make  our  living  and  pay  our  taxes,  but  yet  pay  taxes  rel- 
ative to  what  the  actual  income  is  that  we  are  making. 

Second,  let's  talk  about  the  Federal  budget.  I  would  like  to  espe- 
cially address  this  to  the  GAO  or  the  General  Accounting  Office 
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members  that  were  here.  If  you  look  at  the  Federal  budget  that  we 
have,  60  to  80  percent  of  the  agricultural  budget  that  individual 
taxpayers  pay  is  food  stamps.  Basically  that  is  welfare. 

When  I  worked  as  a  bank  auditor  in  the  system  where  the  food 
stamps  come  from  the  Federal  Government  to  the  banking  system 
to  be  distributed,  there  is  not  any  type  of  accounting  controls  on 
them,  so  bank  auditors  cannot  verify  the  amount  of  food  stamps 
that  are  being  shipped  from  the  government  locations  to  the  banks. 
The  potential  for  fraud  is  mind  blowing.  What  I  am  saying  is  that 
as  an  individual  taxpayer,  looking  at  the  agriculture  budget  that 
is  showing  a  Federal  budget  that  60  to  80  percent  is  actually  food 
stamps,  we  would  like  to  see  some  controls.  Let  me  clarify  that. 
Not  more  government,  but  possibly  just  realistically  doing  the  job. 

Third  is  the  capital  gains  tax.  The  capital  gains  tax  is  crippling 
the  farm  economy.  What  does  this  mean  in  real  terms?  Cayuga 
County  is  known  as  a  very  wealthy  farming  community  in  upstate 
New  York.  On  my  road  alone  in  John's,  and  in  my  individual  age 
group  in  the  last  month,  two  of  the  farmers  who  are  farm  board 
members  of  the  Farm  Bureau  have  gone  out  of  business.  They  have 
thrown  in  the  towel.  They  have  thrown  up  their  hands.  One  of  the 
main  concerns  that  they  had  was  the  fact  that  inheriting  assets 
that  can  allow  them  to  continue  to  produce  jobs  in  the  system  is 
being  taken  by  estate  taxes  and  Federal  capital  gains  tax.  It  is  very 
important  that  assets  are  left  intact  so  that  people  can  continue  to 
use  them  to  produce  income. 

Fourth,  and  from  a  very  individual  standpoint,  I  would  like  to 
address  this  to  the  IRS,  and  especially  to  the  gentleman  who  is  our 
Representative  in  Congress.  I  am  a  widow.  My  husband  was  a 
banker  and  he  passed  away  about  6  years  ago.  When  that  happens, 
in  your  thirties,  you  don't  think  about  having  a  will.  There  was  an 
attorney  that  was  put  on  the  estate.  Because  of  an  aggressive  na- 
ture, this  attorney  stopped  me  from  seeing  my  joint  tax  returns 
from  the  IRS.  This  has  been  going  on  for  6  years,  so  therefore,  as 
an  individual  citizen,  I  do  not  have  the  rights  with  the  IRS  office. 
This  attorney,  according  to  the  IRS,  has  more  rights  over  my  des- 
tiny than  I.  It  is  my  individual  Social  Security  number — which  I 
have  paid  into  taxes  over  the  years — on  these  returns.  This  attor- 
ney is  only  aggressively  trying  to  just  literally  seek  fees. 

I  do  not  want  to  bring  this  to  my  Congressman's  office.  I  do  not 
want  to  bring  this  to  the  gentleman  who  is  the  head  of  the  IRS. 
I  do  not  want  to  bring  it  to  the  Representative  in  Congress  who  is 
the  head  of  the  IRS.  As  an  individual  citizen,  I  want  the  system 
to  work  for  me.  I  would  like  to  be  able  to  walk  into  the  office  in 
Rochester  which  would  be  the  district  or  Buffalo  and  have  the  peo- 
ple who  are  being  paid  to  take  care  of  individual  problems  be  able 
to  at  least  answer  my  questions. 

Let  me  close  with  the  fact  that  I  really  do  appreciate  Congress, 
the  IRS,  the  GAO,  and  individual  members  from  different  compa- 
nies being  here  to  look  at  the  system.  It  is  a  great  country  and  spe- 
cifically to  get  back  to  basics,  which  is  letting  our  systems  work  for 
us,  I  believe  is  very  important. 

Thank  you  very  much. 
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Chairman  Pickle.  Well,  I  certainly  appreciate  your  statement 
and  you  obviously  are  familiar  with  this  problem.  You  didn't  need 
a  written  statement.  You  just  let  us  have  it.  I  thank  you. 

Chairman  Pickle.  Now  Mr.  Stevenson. 

STATEMENT  OF  DONALD  W.  STEVENSON,  TAX  COUNSEL, 
CORNING,  INC.,  CORNING,  N.Y. 

Mr.  Stevenson.  Thank  you  very  much.  Mr.  Chairman,  Mr. 
Houghton,  my  name  is  Donald  Stevenson.  I  am  the  tax  counsel  for 
Corning,  Inc.  I  am  here  today  to  present  the  company's  views  on 
the  compliance  burden  imposed  by  the  Federal  tax  laws. 

By  way  of  introduction,  I  have  spent  5  years  with  the  Office  of 
the  Chief  Counsel  of  Internal  Revenue  Service.  There  I  wrote  the 
tax  regulations  and  on  occasions  assisted  congressional  staff  mem- 
bers in  drafting  new  legislation.  I  am  accompanied  today  by  our  di- 
rector of  taxes,  Richard  B.  Malia. 

Collectively  we  represent  almost  40  years  of  experience  on  both 
sides  of  the  issue  of  tax  regulations.  We  bring  a  balanced  and  a 
practical  perspective  to  the  issues  raised  today,  and  together  we 
will  endeavor  to  answer  any  questions  that  you  might  have  about 
the  corporation's  position  on  this  very  important  subject. 

We  are  grateful  for  the  opportunity  to  present  our  views  and  are 
pleased  that  continual  emphasis  is  being  placed  on  addressing  the 
compliance  burden  of  tax  regulations.  We  applaud  the  subcommit- 
tee's efforts  to  identify  ways  to  ensure  compliance  in  a  cost-effec- 
tive, less  burdensome,  and  equitable  manner.  Time  will  not  permit 
us  to  discuss  the  specific  compliance  requirements  that  we  consider 
to  be  overly  burdensome,  so  I  would  just  like  to  share  some  of  the 
general  observations  that  provide  the  framework  for  our  thoughts 
and  our  comments. 

First  of  all,  we  recognize  that  the  IRS  needs  the  proper  tools  to 
ensure  that  taxpayers  are,  in  fact,  complying  with  the  tax  laws. 
Given  the  complexities  of  the  business  and  economic  environment 
in  which  we  operate  today,  we  do  not  question  the  need  for  complex 
tax  regulations. 

The  challenge  for  the  service,  however,  is  developing  constructive 
enforcement  strategies  that  do  not  unduly  burden  already  compli- 
ant taxpayers.  Overly  complex  regulations  foster  noncompliance, 
rather  than  compliance,  because  quite  frankly  we,  and  sometimes 
the  IRS  agents,  simply  do  not  understand  it. 

As  Commissioner  Richardson  on  one  occasion  stated,  "The  key  is 
to  make  sure  that  the  information  reporting  we  do  have  is  not  bur- 
densome to  taxpayers — but  at  the  same  time — provide  the  service 
with  information  that  we  need  to  improve  compliance  rates."  We  at 
Corning  concur  wholeheartedly. 

To  reiterate,  the  Service  must  ensure  that  the  solution  fits  the 
problem.  Second,  we  recognize  the  taxpayers,  whether  corporate  or 
individual,  seek  to  minimize  taxes  by  taking  advantage  of  intended 
and,  yes,  sometimes  even  unintended  tax  breaks. 

There  also  seems  to  be  others  in  the  tax  community  whose  sole 
practice  appears  to  depend  upon  stretching  the  limits  of  the  law  by 
forcing  strained  and  sometimes  indefensible  interpretations  of  the 
law.  Consequently,  the  regulations  often  appear  to  use  a  baseball 
bat  to  kill  a  few  flies. 
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When  I  was  with  the  IRS,  the  unspoken  challenge  among  the 
regulation  writers  was  to  write  regulations  so  air  tight  that  high- 
priced  tax  attorneys  could  not  create  loopholes  through  unintended 
interpretations  of  the  law.  That  observation  finds  support  in  a  writ- 
ten statement  by  Commissioner  Richardson,  "In  the  past  we  had  to 
shoot  fish  in  a  barrel  to  get  a  few  abusers  of  the  law.  But  what  we 
try  to  do  now  is  find  pockets  of  noncompliance,"  and  again,  we 
agree  with  this  approach.  Often  a  shotgun  approach  is  used  when 
a  rifle  shot  would  be  more  effective. 

Third,  there  has  always  been  an  outcry  by  corporate  tax  directors 
for  simpler  and  less  burdensome  regulations.  In  times  past,  that 
cry  may  not  have  been  too  loud  because  in  most  cases,  tax  directors 
were  successful  in  convincing  their  management  to  increase  tax 
staff  and  resources  to  accommodate  the  increased  complexities  of 
the  law. 

Well,  times  have  changed.  As  you  have  already  heard,  American 
corporations  are  reengineering  themselves.  Global  competition  has 
forced  U.S.  multinationals  to  reduce  staffs  and  costs.  Consequently, 
tax  staffs  of  large  multinational  corporations  now  find  themselves 
behind  the  proverbial  rock  and  a  hard  place,  being  asked  to  do 
more  with  less. 

We  have  made  some  specific  recommendations  of  areas  where  the 
compliance  burden  can  be  lessened,  but  as  I  said  before,  time  will 
not  permit  us  to  go  into  detail  here.  They  are  reported  in  the  writ- 
ten submission  that  we  have  provided. 

Thank  you  for  your  time  and  your  attention. 

Chairman  Pickle.  Well,  I  appreciate  your  statement  and  your 
brevity,  and  I  think  your  testimony  was  very  moderate,  we  will 
say,  in  terms  of  the  complaints  we  hear  throughout  all  the  country, 
but  you  do  recognize,  as  I  am  sure  all  Americans  do,  that  there 
must  be  a  system  used  in  which  we  raise  our  income  to  run  our 
government  and  everybody  ought  to  be  willing  to  pay  their  just 
share. 

[The  prepared  statement  follows:] 
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Comments  before  the 

Subcommittee  on  Oversight 

Committee  on  Ways  and  Means 

House  of  Representative 

December  9, 1994 
Elmira,  New  York 

Comments  of  Donald  W.  Stevenson 

Tax  Counsel 

Corning,  Incorporated 


Mr.  Chairman  and  Members  of  the  Subcommittee:  I  am  Donald  Stevenson, 
Tax  Counsel  for  Corning  Incorporated.  I  am  here  today  to  present  the  Company's  views 
on  the  compliance  costs  and  regulatory  burden  imposed  by  the  Federal  tax  laws.  I  spent 
five  years  in  the  Legislation  and  Regulations  Division,  Office  of  the  Chief  Counsel, 
Internal  Revenue  Service  writing  tax  regulations  and  assisting  Congressional  staff 
members  in  drafting  legislation. 

I  am  accompanied  by  our  Director  of  Taxes,  Mr.  Richard  B.  Malia.  Collectively, 
we  represent  almost  40  years  of  experience  on  both  sides  of  the  issue  of  tax  regulations 
and,  therefore,  bring  a  balanced  and  practical  perspective  to  the  issues  raised  today  by  the 
Subcommittee.  Together,  we  will  endeavor  to  answer  any  questions  you  might  have 
about  Coming's  position  on  this  very  important  subject. 

Perhaps  best  known  for  its  Pyrex  and  Corelle  cookware.  Corning,  Inc.  is  a 
multinational  corporation  employing  over  30,000  employees  with  plants  and  sales  offices 
worldwide.  Corning  is  also  an  industry  leader  in  the  specialty  materials,  laboratory 
services,  environmental  products  and  telecommunications  fields,  providing  more  than 
60,000  different  products  to  some  47,000  firms  and  millions  of  individual  consumers. 

We  are  grateful  for  the  opportunity  to  present  our  views  and  are  pleased  that 
continued  emphasis  is  being  placed  on  addressing  the  compliance  burden  of  tax  laws  and 
regulations.  We  applaud  the  Subcommittee's  desire  and  efforts  to  identify  ways  to  insure 
compliance  in  a  cost-effective,  less  burdensome  and  equitable  manner. 

Before  discussing  the  specific  compliance  requirements  we  consider  to  be  overly 
burdensome  or  proposals  to  reduce  these  requirements,  I  feel  that  it  is  necessary  to  first 
share  some  general  observations  that  provide  the  framework  for  our  thoughts  and 
comments. 

First,  we  recognize  that  the  compliance  burden  often  results  not  so  much  from  the 
IRS  regulations  but  rather  from  the  legislation  itself.    The  Internal  Revenue  Service  is 
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given  the  chief  responsibility  to  enforce  and  administer  an  often  confusing  and  seemingly 
unwieldy  tax  system. 

Given  the  complexities  of  the  business  and  economic  environment  in  which 
multinational  corporations  operate  today,  we  do  not  question  the  need  for  complex  tax 
regulations.  To  do  its  job  effectively,  the  IRS  needs  the  proper  tools  to  ensure  that 
taxpayers  are  complying  with  the  tax  laws. 

The  challenge  confronting  both  taxpayers  and  the  tax  administrator,  however,  is 
developing  constructive  enforcement  strategies  that  do  not  unduly  burden  already 
compliant  taxpayers.  Overly  complex  regulations  foster  noncompliance,  rather  than 
increased  compliance,  because  taxpayers,  and  sometimes  IRS  auditors,  simply  do  not 
understand  them.  As  Commissioner  Richardson  on  one  occasion  stated:  "The  key  is  to 
make  sure  that  the  information  reporting  we  do  have  is  not  burdensome  to  taxpayers  .  .  . 
and  to  provide  the  Service  with  information  that  we  need  to  improve  compliance  rates." 
We  concur.  The  challenge  for  the  IRS  is  to  insure  that  the  solution  fits  the  problem. 

Second,  we  recognize  that  taxpayers,  whether  corporate  or  individual,  invest 
substantial  time,  energy  and  resources  to  find  ways  to  minimize  taxes.  Often  this  is  by 
taking  the  advantage  of  intended  --  and  yes,  sometimes  even  unintended  --  tax 
"loopholes."  There  are  others  in  the  tax  community  whose  sole  practice  appears  to  be 
testing  the  limits  of  the  laws  by  forcing  strained  interpretations  of  the  law. 

Consequently,  the  approach  of  the  regulations  appears  to  have  been  to  use  a 
baseball  bat  to  kill  a  few  mosquitoes.  When  I  was  with  the  IRS,  the  unspoken  challenge 
among  regulations  writers  was  to  write  the  regulations  so  "air  tight"  that  high-priced  tax 
attorneys  could  not  take  the  advantage  of  unintended  interpretations  of  the  law. 

This  prevailing  attitude  among  regulations  writers  was  evidenced  in  a  recent 
statement  by  Commissioner  Richardson:  "In  the  past  we  had  to  shoot  fish  in  a  barrel  to 
get  a  few  abusers  of  the  law,  but  what  we  try  to  do  now  is  find  pockets  of  no-compliance, 
areas  where  compliance  rates  are  much  lower  than  other  areas."  We  agree.  Often  a 
"shotgun"  approach  in  writing  regulations  is  used  when  a  "rifle  shot"  would  be  more 
effective. 

Third,  there  has  always  been  an  outcry  by  corporate  tax  directors  for  simpler  and 
less  burdensome  regulations.  In  times  past  that  cry  may  not  have  been  too  loud  because, 
in  most  cases,  tax  directors  were  successful  in  convincing  management  to  increase  tax 
staff  and  resources  to  accommodate  increased  complexities  of  the  law.  Consequently, 
during  the  decades  of  the  sixties  through  eighties  the  size  of  corporate  tax  departments 
ballooned. 

Times  have  changed.  As  you  already  know  and  certainly  will  hear  repeatedly 
today,  American  corporations  are  reengineering  themselves.  Global  competition  has 
forced  U.S.  multinationals  to  examine  every  aspect  of  their  operations,  streamline 
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processes  and  reduce  staffs  and  costs.  Consequently,  tax  staffs  of  large  multinational 
companies  now  find  themselves  between  the  proverbial  "rock  and  a  hard  place"  —  being 
asked  to  do  more  with  less  resources. 

We  will  address  several  specific  areas  where  the  compliance  requirement  is  overly 
burdensome  and  suggest  areas  of  improvement. 


Forms 

A  significant  portion  of  the  compliance  burden  over  the  years  has  resulted  from 
the  IRS's  demand  for  more  information.  Twenty  years  ago,  our  corporate  tax  return  was 
less  than  four  inches  thick.  Our  most  recent  tax  return  is  over  a  foot  thick.  Admittedly, 
the  increased  size  of  the  tax  return  is  due  partially  to  the  growth  of  the  company. 
Nonetheless,  the  chief  reason  for  the  size  of  the  return  is  the  increased  demand  for  more 
information  by  the  IRS. 

We  firmly  believe  that  IRS's  forms  and  schedules  should  seek  only  information 
necessary  to  determine  the  taxpayer's  tax  liability.  A  good  example  of  a  form  asking  for 
data  not  immediately  relevant  to  the  taxpayer's  liability  is  Form  1118.  Although  the 
foreign  tax  credit  is  subject  to  an  overall,  as  compared  to  a  per-country,  limitation  on  the 
foreign  tax  credit,  Form  1118  nevertheless  requires  a  breakdown  of  data  on  a  per-country 
basis.  Another  example  is  the  requirement  that  a  Form  5471  must  be  completed  for 
dormant  companies. 

Several  years  ago,  TEI,  in  testimony  before  this  Subcommittee,  reported  that  it 
was  advised  that  data  not  relevant  to  the  taxpayer's  liability  are  often  collected  for 
statistical  purposes.  It  suggested  that,  at  a  minimum,  where  information  is  not  facially 
required  by  the  statute,  the  IRS  should  set  forth  in  the  instructions  the  reasons  for  the 
information.  We  concur. 

Corporate  taxpayers  that  are  subject  to  continuous  audit  as  part  of  the  IRS' 
Coordinated  Examination  Program  should  be  permitted  to  submit  certain  information  on 
audit  rather  than  when  they  file  their  returns.  Obviously,  this  would  not  apply  to  every 
form  and  schedule. 


Boycott  data 

Another  area  ripe  for  reduction  of  unnecessary  compliance  burden  is  the 
collection  of  boycott  data.  U.S.  multinationals  that  participate  in  boycotts  are  penalized 
(i.e.,  taxpayer's  foreign  tax  credits  are  reduced  for  violations).  Form  5713  must  be  filed 
to  apprise  the  IRS  of  boycott  requests  and  violations.  To  complete  Form  5713 
corporations  must  review  hundreds  of  thousands  of  purchase  orders,  invoices  and  letters 
of  credits  for  language  which  solicits  participation  in  boycott  activities.      As  this  is  a 
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penalty  provision,  very  little  revenue  is  gained  by  the  Treasury.  And  yet  depending  on 
the  size  of  the  taxpayer,  the  compliance  burden  can  amount  to  the  equivalent  of  one  full- 
time  person. 


Alternative  Minimum  Tax 

Another  burdensome  compliance  requirement  is  the  AMT  and  ACE  depreciation. 
The  depreciation  component  of  the  ACE  adjustment  was  eliminated  for  property  placed 
in  service  after  December  31,  1993.  Taxpayers  must  still  maintain  an  extra  set  of 
depreciation  records  for  the  assets  acquired  during  the  couple  of  years  ACE  was  in  effect. 
AMT  depreciation  forces  taxpayers  to  keep  another  set  of  depreciation  records  to  deal 
with  the  reversal  of  accelerated  tax  depreciation  to  the  AMT  base.  This,  of  course, 
requires  basis  adjustments  on  asset  disposals  as  well.  The  whole  AMT  area  seems  unduly 
burdensome  for  what  amounts  to  simply  timing  adjustments. 

Lobbying  Expenses 

We  note  humorously  that  the  complexity  of  the  lobbying  expense  disallowance 
rules  has  spawned  an  industry  of  computer  software  manufacturers,  accountants  and 
lawyers  to  advise  and  assist  corporations  in  complying  with  this  tax  provision.  Certainly, 
the  revenue  gained  by  the  government  cannot  justify  the  record  keeping  burden  imposed 
on  the  taxpayer. 

SUMMARY 

To  summarize,  we  consider  several  tax  compliance  requirements  to  be  overly 
burdensome  to  business,  and  we  offer  the  following  proposals  to  remedy  the  situation: 

(1)  The  IRS  should  continue  to  focus  its  enforcement  efforts  on  specific  areas  of 
non-compliance,  rather  than  employ  a  scatter-shot  approach  that  collects  a  few  scofflaws 
while  wounding  many  innocents. 

(2)  Because  many  corporations  —  and  their  tax  staffs  —  are  downsizing  in 
response  to  heightened  global  competition,  the  IRS  should  do  some  downsizing  of  its 
own  and  reduce  the  amount  and  type  of  information  it  requires.  Much  of  this  information 
is  unnecessary  and  gathering  it  only  creates  more  work  for  fewer  people. 

(3)  Eliminate  the  need  for  boycott  data  to  satisfy  Form  5713,  and  reduce  the 
lobbying  expense  record  keeping  requirements.  Both  compliance  requirements  are  costly 
and  unduly  punitive. 

Thank  you  for  your  time. 
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Chairman  Pickle.  I  think  what  they  really  object  to  is  paying 
more  than  they  think  they  ought  to  pay  and  not  getting  their  mon- 
ey's worth  for  what  they  do  pay.  That  is  a  constant  concern  of 
American  citizens. 

I  would  ask,  one  of  you  raised  the  question,  maybe  it  was  you, 
Mr.  Woodin,  about  the  great  problem  with  your  pension  plan.  I  no- 
ticed you  have  a  contributory  retirement  system  as  distinguished 
from  defined  benefits.  You  have  a  defined  contribution  plan.  How 
long  have  you  had  the  defined  contribution  plan? 

Mr.  Woodin.  For  15  or  20  years. 

Chairman  PlCKLE.  Well,  whether  you  have  a  contribution  plan  or 
whether  you  have  a  defined  benefit  plan,  what  is  the  real  problem 
if  changes  are  made  in  the  tax  laws  that  caused  you  great  con- 
sternation? I  notice  from  the  statement  of  some  of  the  witnesses 
here  today  is  that  that  is  one  of  the  real  problems  on  pension  re- 
tirement funds,  and  why  is  that  such  a  problem  for  you?  What 
other  system  do  you  use? 

Mr.  Woodin.  In  our  particular  case,  the  original  retirement  plan 
specified  different  levels  of  allocation  to  employees  depending  upon 
their  seniority.  The  Tax  Reform  Act  of  1986  determined  that  this 
was  discriminatory,  but  in  the  interim,  from  1986  to  1991,  we 
didn't  know  what  those  regulations  were  going  to  be,  so  we  were — 
I  felt  like  we  were  dancing  on  the  coals,  if  you  will,  hoping  that  in 
every  effort — certainly  our  intention  is  to  comply,  but  in  that  in- 
terim, we  were  wondering  whether  or  not  we  were  in  compliance, 
and  then  it  wasn't  until  1991  when  the  regulations  were  finalized 
and  our  administrator  could  buy  prototype  plans  that  we  could 
make  the  decision  to  become  finally  and  with  approved 

Chairman  PlCKLE.  What  you  are  saying  is  you  would  like  more 
or  less  to  be  grandfathered  from  the  time  they  made  these  propos- 
als until  the  time  they  are  put  into  place? 

Mr.  Woodin.  Exactly. 

Chairman  Pickle.  Once  they  are  finalized  and  become  the  law, 
I  guess  you  would  comply  of  course  to  the  new  changes. 

Mr.  Wooden.  Yes.  We  understand  that  regulations  need  to 
change.  Times  change,  et  cetera,  but  it  was  very  unnerving  and 
quite  expensive  for  us  to  live  with  the  uncertainty  for  5  years  until 
the 

Chairman  PlCKLE.  When  we  make  changes  in  the  Tax  Code,  why 
does  it  affect  pension  plans  or  investment  of  pension  funds  so 
much?  Everybody  seems  to  think  that  you  have  to  start  all  over 
again.  Is  it  a  matter  of  determining  who  is  an  employer  or  em- 
ployee or  the  value  that  they  have  within  the  company  in  terms  of 
salary? 

Mr.  Woodin.  Obviously,  I  wouldn't  be  fussing  about  this  if  I  were 
an  expert,  so  I  can't  answer  your  question  definitively.  I  do  know 
that  discrimination  issues  were  paramount  there  and  there  were  a 
number  of  other,  what  I  perhaps  naively  might  call  housekeeping 
issues,  in  terms  of  language  that  were  corrected. 

Chairman  Pickle.  Well,  of  course  discrimination  is  a  serious 
problem  and  we  are  making  some  changes  on  it,  but  I  am  just 
amazed  that  the  pension  fund  problem  would  be  such  a  serious 
problem  with  businesses  over  the  country,  and  I  want  to  look  into 
that  more.  I  don't  quite  understand  the  concern  about  it. 
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Mr.  Woodin.  I  would  be  happy  to  provide  more  information. 

Chairman  Pickle.  Maybe  other  witnesses  could  comment  on  that 
later,  but  I  want  to  know  more  about  that. 

Is  that  all  right,  Mr.  Houghton? 

Mr.  Houghton.  Sure. 

Chairman  Pickle.  Before  you  start,  Ms.  Strickland,  I  can't  help 
but  observe  that  you  spoke  very  plainly  and  we  are  trying  to  find 
a  better  answer  to  this  whole  thing.  The  question  is,  do  you  scrap 
what  you  have  got  or  do  you  start  with  some  other  approach  on  it? 
Other  countries  have  scrapped  what  they  had  because  I  think  they 
had  so  many  exemptions,  so  much  fraud,  so  many  abuses,  and 
maybe  so  much  complexity,  and  it  was  the  only  way  they  had. 

The  question  for  the  United  States,  we  have  got  the  tax  system. 
It  has  financed  our  government  and  advanced  all  the  changes  in 
society  that  we  have  recommended  or  thought  appropriate  for 
many  a  year,  and  now  the  question  is,  have  we  become  too  com- 
plex? And  I  think  we  are  trying  to  strive  honestly  to  answer  that 
kind  of  question.  That  is  why  we  are  having  these  kinds  of  hear- 
ings. 

Ms.  Strickland.  I  have  no  objection  to  how  much  I  pay.  I  have 
no  problem  with  paying  my  taxes.  My  most  important  consider- 
ation is  that  I  do  feel  because  the  individual  is  the  person  that 
votes,  I  think  that  the  more  the  individual  can  feel  what  they  are 
actually  paying  in  taxes,  then  we  are  putting  the  basket  in  the 
right  lap. 

I  know  that  my  employees  feel  that  the  money  that  we  take  out 
for  withholding  isn't  even  their  money.  Many  people  feel  this  isn't 
even  their  money,  and  that  is  my  problem  with  having  a  business- 
based  collection  system,  which  is  basically  what  we  have.  We  re- 
move that  feeling  of  "this  is  my  money  which  I  am  spending,"  and 
I  think  we  should  give  that  power  back  to  the  individual,  and  a  lot 
of  these  people  will  tell  you  that  they  would  like  to  have  this  done. 
I  think  people  do  know  how  to  cooperate.  We  do  understand  we 
need  to  pay  for  this.  I  have  no  objections.  I  just  feel  like  we  need 
to  empower  the  individuals,  because  that  is,  in  fact,  who  is  paying 
all  these  bills. 

Chairman  Pickle.  Well,  I  understand.  Thank  you. 

Now  Mr.  Houghton. 

Mr.  Houghton.  Well,  you  have  to  help  me  a  little  bit,  Ms. 
Strickland,  because  if  you  are  talking  about  the  consumption  tax 
and  getting  the  deficit  down  and  simplifying  and  things  like  that, 
then  are  you  really  saying  that  the  most  important  thing  is  not  the 
mechanics  of  the  tax  law,  but  the  attitude,  changing  the  attitude, 
weren't  you  just  talking  about  that,  the  individual  involvement? 

Ms.  Strickland.  Yes,  I  think  we  have  an  adversarial  system, 
that  instead  of  using  our  creativity  and  our  brains  in  coming  up 
with  solutions,  we  try  to  outwit  each  other. 

Mr.  Houghton.  So  if  there  were  one  important  thing  to  be  able 
to  do  in  order  to  concentrate  your  efforts  or — on  simplifying  our 
business  lives,  what  would  that  be? 

Ms.  Strickland.  Short  of  replacing  income  tax  with  a  consump- 
tion tax? 

Mr.  Houghton.  So  the  consumption  tax  is  the  critical  issue? 
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Ms.  Strickland.  Well,  I  do  think  there  would  be  a  way  to  sim- 
plify. Eliminate  everything,  take  gross  income  and  do  a  percentage 
off  of  that.  Figure  backward.  Figure  what  the  government  feels  it 
is  going  to  collect  through  this  system,  figure  backward.  Look  at 
everybody's  return.  Look  at  that  first  line  or  that  first  section,  what 
it  is  now.  Compute  it  backward.  You  wouldn't  have  corporations  or 
individuals  paying  no  tax  if  you  did  it  that  way.  It  would  spread 
it  out.  I  also  object  to  having  different  tax  brackets.  I  think  that 
the  incentive  to  earn  money  is  a  wonderful  incentive. 

Mr.  Houghton.  In  other  words,  you  like  a  flat-like  concept? 

Ms.  Strickland.  Yes,  and  have  it  be  fair.  I  can't  afford  to  have 
an  attorney  who  knows  everything.  There  is  no  attorney,  nobody 
who  knows  everything  about  the  whole  tax  system  and  all  the  laws 
so  that  it  is  perfectly  equitable. 

If  we  take  gross  receipts,  gross  income  and  have  a  much  lower 
percentage  and  offer  no  loopholes,  I  realize  we  eliminate  many  jobs 
of  people  in  this  room,  but  the  fact  is  that  people  that  are  creative, 
that  love  their  children,  want  to  take  care  of  their  families,  we  will 
find  something  to  do. 

Mr.  Houghton.  Yes,  this  is  a  huge  problem.  You  know,  there  has 
been  an  awful  lot  of  rhetoric  coming  out  of  Washington,  whether 
it  is  Dick  Armey  and  the  flat  tax  or  Newt  has  his  own  concept  of 
a  consumption  tax,  sales  tax.  Everybody  has  got  their  own  ideas  on 
this. 

I  have  a  feeling  that  we  have  to  take  it  a  step  at  a  time.  We  are 
trying  to  do  too  much  too  soon.  And  if  that  concept  of  reevaluating 
our  tax  system  is  put  off  for  a  bit,  the  most  important  thing  that 
we  ought  to  do  is  to  simplify  the  process  and  get  the  deficit  down; 
is  that  right? 

Ms.  Strickland.  Yes.  That  is  it. 

Mr.  Houghton.  OK,  good.  Thank  you  very  much. 

Now  to  move  along  here,  Mr.  Woodin,  you  keep  talking  about  the 
problems  of  change.  You  n2ver  can  count  on  the  system,  that  you 
get  one  thing  and  it  changes  or  you  get  one  thing  and  hang  with 
it  and  something  is  about  to  change,  but  it  is  never  finalized  and 
therefore  you  are  sort  of  between  a  rock  and  a  hard  place.  Break 
that  down  just  a  little  bit  more,  will  you? 

Mr.  Woodin.  Well,  as  I  mentioned  earlier,  with  our  retirement 
plan,  we  were  in  limbo  for  5  years  waiting  for  the  finalization  of 
the  specific  rules  that  applied  to  discrimination.  So  we  had  to  wait 
to  file  our  prototype  plans  and  get  those  approved  until  all  of  that 
could  be  done.  So  we  had  a  change — we  had  not  only  a  change,  but 
then  a  hiatus  there. 

Other  changes  affect  depreciation.  Automobile  depreciation  is  in 
my  statement.  I  didn't  talk  about  it.  It  was  talked  about  earlier. 
You  can't  buy  a  car  today  suitable  for  business  purposes  for  the  de- 
preciable amount  available.  That  changes.  The  real  estate  has 
changed  from  15  to  39  years.  Jeff  talked  earlier  about  being  able 
to  plan  on  what  he  can  budget  for  research  and  development  and 
never  being  sure  whether  he  can  plan  effectively  because  he  is 
afraid  the  regulations  might  change. 

I  think  in  any  business,  we  need  some  continuum  of — obviously 
there  is  going  to  be  change.  But  we  need  some  benchmark  so  that 
the  change  on  tax  year  basis  or  something 
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Mr.  Houghton.  When  you  talked  to  the  IRS  about  this,  what 
was  their  response?  Was  it  iust  threatening? 

Mr.  Wooden.  Well,  frankly  I  haven't  talked  to  the  IRS  about  that 
because  we  have  people — we  hired  all  these  outside  experts. 

Mr.  Houghton.  Are  you  scared  to  talk  to  the  IRS? 

Mr.  Woodin.  I  am  not  scared  of  them.  I  will  be  interested  to  hear 
what  their  reaction  is  from  some  of  this  commentary,  quite  frankly. 
I  mentioned  some  threats  we  had  from  the  IRS  and  I  honestly  feel 
a  little  bit  like  the  kid  in  the  grocery  store  whose  mother  only  talks 
to  him  at  the  top  of  her  lungs,  pays  no  attention  to  him  at  all.  We 
feel  threatened  on  the  one  hand,  but  they  threaten  all  the  time 
so 

Mr.  Houghton.  Well,  that  is  not  very  good. 

Mr.  Woodin.  No,  and  I  would  like  to  say  here  that  I,  personally, 
and  my  company,  we  are  in  absolute  100  percent  compliance  with 
every  law  and  every  regulation  as  far  as  we  know.  We  are  not  in 
the  business  of  trying  to  cut  corners  and  push  application  of  regula- 
tions. 

Mr.  Houghton.  What  did  you  do  when  they  threatened  you  and 
they  offered  three  different  options? 

Mr.  Woodin.  We  immediately  fired  back  our  fourth  response  for 
that  particular  filing.  By  the  way,  in  a  certified  piece  of  mail  so  we 
could  document  receipt,  and  now  we  are  waiting 

Mr.  Houghton.  Could  I  make  a  suggestion?  If  you  were  ever, 
ever  threatened  again,  you  get  in  touch  with  the  Chairman  or  my- 
self, because  that  is  not  the  way  this  system  should  work. 

Mr.  Woodin.  Thank  you.  I  appreciate  that. 

Mr.  Houghton.  Sjana,  I  just  don't  know  what  more  to  say.  You 
know,  you  are  always  straightforward.  You  lay  it  out  as  it  is.  The 
problem  as  Mr.  Pickle  knows  the  food  stamp  area  is  a  tough  one 
and  we  are  trying  to  get  into  that  now. 

As  far  as  the  IRS,  we  keep  talking  about  them  and  we  will  do 
what  we  can.  We  are  always  conscious  of  people  like  yourself  and 
trying  to  help  those  who  don't  have  these  huge  technical  legal 
staffs  to  be  able  to  protect  you.  And  again,  this  is  the  type  of  thing 
that  a  representative  government  is  supposed  to  do  is  to  protect 
people  like  yourself,  and  I  think  you  know  that.  You  are  a  great 
credit  to  this  community  and  I  thank  you  for  being  here. 

Mr.  Stevenson,  I  had  the  feeling  that  business  is  complex  and 
therefore  the  regulations  have  to  be  complex  and  here  are  a  few  is- 
sues that  you  might  want  to  concentrate  on.  Is  there  some  one 
thing,  some  memorable  thing  we  can  take  back  and  chisel  on  one 
of  the  buildings  down  in  Washington  saying  this  is  what  we 
learned? 

Mr.  Stevenson.  A  number  of  suggestions  have  been  made.  The 
only  one  that  has  not  been  made  that  I  would  like  to  put  on  the 
table  is  the  boycott  data  collection  problem.  As  you  know,  there  is 
a  penalty  for  U.S.  companies  that  participate  in  prohibitive  boycott 
activities.  Now,  because  this  is  a  punitive  provision,  it  does  not 
raise  that  much  revenue  for  the  government.  It  wasn't  designed  to 
raise  revenue.  It  was  designed  to  prevent  companies  from  partici- 
pating in  boycott  activities. 

On  the  other  hand,  it  creates  a  tremendous  compliance  burden 
for  us,  just  to  indicate  on  a  form  that  we  have  no  violations.  We 
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have  almost  two  cabinets  full  of  information  and  documents  that 
we  have  to  collect  from  all  of  our  subsidiaries.  So  this  is  an  area 
that  I  would  suggest. 

The  other  is  lobbying  and  expense  rules.  For  the  amount  of  reve- 
nue that  is  produced  from  that  disallowance,  I  hardly  think  it  is 
worth  the  compliance  burden  that  it  imposes  upon  the  taxpayer.  So 
if  there  are  two  items  I  would  like  you  to  consider,  it  would  be  the 
lobbying  expense  rules  and  the  boycott  expense  rules. 

Chairman  Pickle.  Say  that  again. 

Mr.  Stevenson.  It  is  the  lobbying  expense  rules.  Those  are  the 
rules  that  prohibit  corporations  and  other  taxpayers  from  engaging 
in  lobbying  activities,  and  the  other  one  is  the  boycott  data.  We 
have  to  collect  information  for  form  5713  and,  as  I  said  before, 
there  is  a  tremendous  amount  of 

Chairman  PlCKLE.  The  lobby  area  and  the  boycott  area? 

Mr.  Stevenson.  Yes.  Let  me  make  one  statement  again.  My  bias 
toward  the  Internal  Revenue  is  probably  obvious.  There  is  a  need 
for  the  regulations  obviously.  The  environment  that  we  operate  in 
becomes  complex  and  we  need  the  guidance,  but  sometimes  we  just 
think  the  regulations  are  just  too  complex. 

So  again,  my  vote  would  be  to  modify  the  system  some,  not  to 
do  away  with  the  system  altogether,  but  to  find  those  areas  where 
we  can  work  together  with  the  Internal  Revenue  Service  where  the 
compliance  burden  is  not  overly  burdensome. 

Mr.  Houghton.  Thank  you.  Thank  you,  Mr.  Chairman. 

Chairman  Pickle.  Thank  this  panel  very  much  for  your  testi- 
mony. Thank  you. 

Now  the  Chair  wants  to  see  if  we  can  combine  the  next  two  pan- 
els. We  have  testimony  from  the  New  York  Society  of  CPAs  and  the 
American  Bar  Association.  The  next  panel  following  would  have 
been  from  the  Department  of  Consumer  Economics,  from  Cornell 
University  and  then  Arthur  Hall,  senior  economist,  representative 
of  the  Tax  Foundation,  and  Thomas  Hopkins,  so  I  am  going  to  ask 
all  of  you  to  come  down  forward  and  we  will  make  one  panel  here. 
Make  one  more  chair  available  and  I  think  we  can  operate  that 
way. 

So  if  Kenneth  Alico  and  Peter  Faber,  Ramona  Kay  Zachary  Heck, 
Arthur  Hall,  and  Thomas  Hopkins  would  all  come  down  and  take 
your  position.  I  understand  that  Mr.  Faber  has  an  airplane  connec- 
tion problem. 

Mr.  Faber.  I  think  given  the  fact  that  we  are  starting  now,  I 
think  that  I  can  make  my  plane  with  no  trouble,  so  why  don't  we 
just  get  to 

Chairman  PlCKLE.  Well,  we  will  start  off  with  your  testimony 
and  then  go  down  the  line  in  turn.  If  then  you  have  to  leave  to 
catch  a  plane,  we  will  understand. 

Mr.  Faber.  Thank  you  very  much.  I  appreciate  it. 

Chairman  Pickle.  I  appreciate  your  allowing  us  to  combine  this 
into  one  panel  because  I  think  we  can  move  along  smoothly  this 
way. 

Mr.  FABER.  Thank  you  very  much. 

Chairman  Pickle.  Our  first  witness  will  be  Peter  Faber,  rep- 
resenting a  law  firm.  Mr.  Faber,  if  you  will  proceed. 
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STATEMENT  OF  PETER  L.  FABER,  ESQ.,  KAYE,  SCHOLER, 
FIERMAN,  HAYS  &  HANDLER,  NEW  YORK,  N.Y.,  ON  BEHALF 
OF  THE  AMERICAN  BAR  ASSOCIATION,  SECTION  ON  TAX- 
ATION 

Mr.  Faber.  Thank  you  very  much,  Mr.  Chairman.  Actually  I  am 
here  today  on  behalf  of  the  American  Bar  Association  and  its  sec- 
tion on  taxation,  and  let  me  begin  by  expressing  the  thanks  of  the 
tax  section  and  my  personal  thanks  to  you  for  your  many  years  of 
fine  efforts  and  service  in  this  area.  I  have  testified  before  you  sev- 
eral times  before  when  I  chaired  the  section,  and  I  know  we  have 
always  been  grateful  for  your  efforts  on  behalf  of  taxpayers  and  the 
tax  system. 

Chairman  PlCKLE.  Thank  you,  Mr.  Faber. 

Mr.  Faber.  Money  spent  complying  with  the  tax  laws  doesn't 
produce  revenues  for  your  business.  And  most  of  my  clients  resent 
it  very  much,  although  they  know  they  have  to  do  it.  I  even  had 
one  client  who  once  asked  me  whether  he  could  bill  the  Govern- 
ment for  the  cost  of  compliance.  I  did  some  research  at  his  request 
and  concluded  he  could  not,  and  he  was  somewhat  disgruntled,  but 
not  terribly  surprised. 

The  burden  of  compliance  falls  very  heavily  on  small  business. 
Indeed,  there  is  one  provision  of  the  Internal  Revenue  Code  which 
is  designed  only  for  small  business  that  contains  a  single  sentence 
that  is  about  twice  as  long  as  the  Gettsyburg  Address  and  consider- 
ably less  wise. 

The  complexity  results  from  both  people  who  want  to  close  every 
last  loophole  and  from  people  who  want  to  open  loopholes,  and  I 
think  both  government  and  taxpayers  bear  a  share  of  the  respon- 
sibility for  the  complexity  of  our  system. 

Let  me  now  focus  on  a  few  areas  where  compliance  is  a  particu- 
lar problem.  In  the  interest  of  time,  I  am  not  going  to  read  this 
statement,  but  I  am  going  to — I  am  now  on  page  2  and  I  will  try 
to  move  down  it  in  order. 

Employee  benefits  are  a  major  area.  ERISA  was  intended  20 
years  ago  to  protect  the  rights  of  America's  working  men  and 
women.  In  my  judgment,  it  has  created  such  an  incredibly  complex 
monster  that,  if  anything,  it  may  have  hurt  retirement  rights  by 
forcing  many  small  employers  to  terminate  their  pension  plans  be- 
cause complying  with  the  existing  regulations  was  just  too  burden- 
some. 

You  asked,  Mr.  Chairman,  why  this  is  such  a  problem.  One  of 
the  problems  we  have  is  regulations  that  define  terms  forever,  that 
go  on  pages  and  pages  and  pages  of  defining  terms.  It  used  to  be 
that  we  knew  who  a  "highly  compensated  employee"  was.  It  was 
anyone  who  made  more  than  the  revenue  agent  who  conducted  the 
audit.  Now  we  have  many  pages  of  Treasury  regulations  defining 
who  is  a  highly  compensated  employee.  We  have  four  separate  sets 
of  constructive  ownership  rules  in  the  employee  benefit  area.  We 
have  detailed  requirements  telling  you  when  and  how  much  you 
have  to  distribute  from  a  pension  plan.  It  is  awfully  hard  to  keep 
up  with  that. 

Reporting  and  disclosure  is  another  major  problem  area.  This  is 
a  list  prepared  by  an  actuarial  firm  of  all  the  stuff  that  a  small 
company  has  to  file  to  comply  with  all  these  rules.  The  Treasury 
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has  taken  the  lead  in  allowing  small  companies  to  adopt  master 
and  prototype  plans,  and  this  has  helped  quite  a  bit,  but  it  hasn't 
eliminated  the  problem,  and  I  would  urge  that  Congress  consider 
setting  up  a  commission  to  look  at  the  area  of  complexity  in  the 
retirement  plan  laws,  not  to  fine  tune  the  rules  but  to  determine 
whether  we  really  need  all  these  rules. 

Now,  let  me  move  on  in  the  interest  of  time  to  hit  two  more 
areas.  One  is  international  transfer  pricing.  You  mentioned  that 
before,  and  I  think  we  are  all  concerned  that  foreign  companies 
doing  business  here  pay  their  fair  share  of  U.S.  taxes.  Part  of  the 
problem  is  that  although  the  law  on  transfer  pricing,  section  482, 
is  one  of  the  shortest  and  simplest  statutes  that  has  ever  been 
drafted,  the  regulations  go  on  forever  and  they  impose  very  burden- 
some requirements  on  companies  trying  to  comply  with  them. 

If  you  are  a  company  and  you  want  to  sell  a  toaster  to  a  foreign 
affiliate,  you  have  got  to  hire  a  team  of  economists  and  a  team  of 
lawyers  and  they  have  got  to  document  how  much — determine  how 
much  you  charge  for  that  toaster  until  the  end  of  time.  Surely 
there  must  be  simpler  ways  of  enforcing  transfer  pricing  rules. 
Clearly  we  have  to  enforce  these  rules,  but  the  current  structure 
costs  our  clients  an  arm  and  a  leg. 

One  other  area  involves  charitable  organizations.  We  haven't 
heard  too  much  about  that  this  morning.  There  is  a  new  rule  in 
the  1993  legislation  that  says  that  if  a  charity  offers  a  benefit  to 
a  donor,  it  has  got  to  report  the  value  of  that  benefit  to  the  donor. 
The  kind  of  situation  I  think  Congress  was  thinking  about  was  a 
situation  where  I  buy  a  ticket  to  a  charity  dinner  for  $100  and  I 
get  back  a  dinner  that  is  worth  $35  and  Congress  wanted  to  make 
sure,  very  properly,  that  I  only  deduct  $65,  the  amount  in  excess 
of  the  value  of  the  meal.  That  is  a  simple  case.  That  is  easy. 

But  take  a  symphony  orchestra  that  gets  a  contribution  from  a 
business  of  $100,000  and  in  exchange  offers  employees  of  that  busi- 
ness the  right  to  buy  tickets  to  concerts  at  a  20-percent  discount. 
There  is  no  way  you  can  value  that.  You  have  no  idea  how  many 
employees  are  going  to  use  the  benefit.  It  is  an  impossible  burden, 
and  I  can  tell  you  that  performing  arts  organizations  in  New  York 
are  tearing  their  hair  out  about  this  one,  and  yet  it  is  unnecessary, 
because  even  if  the  corporation  doesn't  deduct  the  full  amount  of 
the  contribution,  doesn't  deduct  the  amount  as  a  contribution  that 
is  attributable  to  the  employee  benefit,  it  ought  to  be  able  to  deduct 
that  amount  as  an  employee  benefit,  as  a  business  expense.  So 
there  is  not  one  dime  of  revenue  wrapped  up  in  this  problem  and 
yet  the  exempt  organizations  are  being  put  into  a  tremendous  ad- 
ministrative burden  to  comply  with  these  rules. 

Mr.  Chairman,  this  is  just  a  sprinkling  of  some  of  the  problems 
that  have  come  up.  We  hope  these  comments  are  helpful.  The  tax 
section  as  always  stands  ready  to  work  with  you,  with  Mr.  Hough- 
ton, and  with  members  of  the  subcommittee  to  try  to  relieve  these 
burdens. 

Thank  you. 

[The  prepared  statement  follows:] 
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TESTIMONY  OF  PETER  L.  FABER 
AMERICAN  BAR  ASSOCIATION 

Mr.  Chairman,  my  name  is  Peter  Faber,  and  I  am  pleased  to  appear  before  you  on  behalf  of 
the  American  Bar  Association  and  its  Section  of  Taxation  to  discuss  the  compliance  costs  and 
regulatory  burdens  imposed  by  the  federal  tax  laws  on  individual  and  business  taxpayers.    As 
a  former  Chair  of  the  ABA  Section  of  Taxation  and,  equally  as  important  in  this  context,  as 
a  practicing  tax  lawyer  for  many  years  in  Rochester  and,  more  recently,  with  the  firm  of 
Kaye,  Scholer,  Fierman,  Hays  &  Handler  in  New  York  City,  I  have  confronted  these  costs 
and  burdens  everyday. 

Mr.  Chairman,  let  me  begin  by  expressing  the  thanks  of  the  American  Bar  Association,  the 
Section  of  Taxation,  and  my  personal  thanks  to  you  for  your  efforts  over  the  years  in  this 
important  area.    I  have  testified  before  you  several  times,  particularly  when  I  was  Chair  of 
the  Section,  and  I  know  that  I  speak  for  all  of  my  colleagues  in  expressing  our  deep 
appreciation  for  your  outstanding  work  on  behalf  of  taxpayers  and  the  tax  system. 

Our  economy  is  complex  and,  hence,  it  is  likely  that  our  tax  laws  will  always  be  complex. 
There  is  a  tension  between  the  desire  to  simplify  the  tax  laws  and  a  desire  to  treat  taxpayers 
fairly.    A  simple  law  will  treat  different  taxpayers  in  different  circumstances  in  the  same 
way,  thus  producing  the  perception  of  unfairness  in  the  minds  of  many.    On  the  other  hand, 
refining  the  tax  law  to  take  into  account  small  differences  in  positions  between  taxpayers  may 
produce  a  law  that  is  so  long,  complicated,  and  unwieldy  that  no  one  can  understand  it. 
Compliance  costs  and  regulatory  burdens  would  undoubtedly  be  significantly  reduced  if  the 
tax  laws  were  dramatically  simplified,  but  this  might  be  politically  unacceptable.   Thus,  it  is 
necessary  to  strike  a  balance  between  simplification  and  fairness  and  the  way  in  which  that 
balance  is  struck  will  inevitably  have  an  effect  on  compliance  costs. 

Money  spent  complying  with  the  tax  laws  does  not  produce  revenues  for  one's  business. 
Taxpayers  perceive  money  so  spent  as  wasted  and  often  resent  it.    Many  years  ago,  I 
received  a  call  from  a  client  who  had  built  a  successful  business  from  scratch  and  who  asked 
me,  in  all  seriousness,  whether  he  could  bill  the  federal  government   for  the  cost  of 
complying  with  the  tax  laws.    He  said  that,  between  outside  accountants  and  lawyers  and  the 
salary  of  his  staff,  complying  with  the  tax  laws  had  become  a  significant  expense,  and  he  felt 
that  it  was  only  fair  that  the  federal  government,  who  received  his  tax  dollars,  should 
reimburse  him  for  it.    I  told  him  that  I  would  have  to  charge  him  my  normal  hourly  rates, 
that  it  was  unlikely  that  I  would  find  anything,  and  that  if,  indeed,  I  found  any  authority,  it 
was  likely  to  be  unfavorable,  but  he  insisted  that  I  do  whatever  was  necessary  to  give  him  an 
answer.    Much  to  my  surprise,  I  found  a  Federal  District  Court  case  where  a  taxpayer  had 
raised  the  point.    Not  surprisingly,  the  Court  had  found  that  the  taxpayer  was  not  entitled  to 
reimbursement.    I  sent  a  letter  to  my  client  along  with  a  copy  of  the  case  and  a  bill,  which 
he  paid  promptly  along  with  a  note  indicating  that  it  was  just  further  proof  of  the  unfairness 
of  it  all. 

Compliance  costs  and  regulatory  burdens  arising  from  the  tax  laws  fall  particularly  heavily 
on  small  businesses.    Unfortunately,  the  affairs  of  small  businesses  are  very  often  extremely 
complicated,  and  the  tax  laws  that  apply  to  them  are  no  less  so.    One  provision  of  the 
Internal  Revenue  Code,  which  applies  only  to  small  businesses,  contains  a  single  sentence 
that  is  longer  than  the  Gettysburg  Address  and  that  is  considerably  less  wise.1    Much  of  the 
blame  for  excessive  compliance  costs  can  be  laid  squarely  at  the  door  of  Congress. 
Unfortunately,  simplification  seems  to  lack  a  strong  political  constituency.    The  approach  of 
Congress,  and  Congressional  staffs,  has  all  too  often  been  to  try  to  close  every  last  loophole. 
Since  each  loophole  requires  an  additional  sentence  or  two,  closing  all  of  them  can  produce 
an  extremely  complicated  statute.    More  complexity  results  from  the  loophole  openers. 
Many  provisions  are  included  in  the  Internal  Revenue  Code  because  taxpayers  convinced 
Congress  that  special  exceptions  should  be  made  to  general  rules  to  accommodate  their 
particular  circumstances.    The  loophole  openers,  as  well  as  the  loophole  closers,  make  the 
Code  longer  and  harder  to  understand. 
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Compliance  is  a  problem  for  large  businesses  as  well  as  for  small  businesses.    Although 
large  businesses  can  afford  to  hire  outside  lawyers  and  accountants  and  large  internal  staffs, 
the  cost  of  doing  so  can  be  substantial.    Moreover,  so  many  of  the  provisions  of  the  Code 
and  the  Regulations  are  ambiguous  or  uncertain  in  their  application  to  particular  transactions 
that  a  taxpayer,  after  spending  substantial  sums  for  compliance,  cannot  even  be  sure  that  it 
has  complied.    A  particular  source  of  concern  is  the  complicated  regime  that  applies  to 
corporations  engaged  in  international  business.    The  foreign  tax  provisions  are  extremely 
complex  and  uncertain,  and  the  transfer  pricing  rules,  to  which  I  will  return  in  a  few 
minutes,  impose  substantial  burdens  on  corporate  taxpayers. 

Although  we  talk  about  "taxpayers,"  the  tax  law  also  imposes  substantial  burdens  on  the 
exempt  organization  community.    Congress  should  be  particularly  sensitive  to  the  needs  of 
the  many  cultural,  religious,  and  educational  organizations  that  are  so  essential  to  the 
spiritual  well-being  of  all  Americans  and  to  their  quality  of  life. 

I  would  now  like  to  draw  upon  my  experience  as  a  practitioner  to  discuss  some  specific  areas 
of  the  law  in  which  compliance  costs  and  regulatory  burdens  have  presented  problems  for  my 
clients.    Please  understand  that  the  American  Bar  Association  and  the  Section  of  Taxation 
have  not  taken  an  official  position  on  many  of  these  matters;  the  following  thoughts  are 
strictly  my  own. 

Employee  Benefits 

The  rules  relating  to  qualified  retirement  plans  have  become  extremely  complex  in  the  20 
years  since  ERISA  was  enacted.    The  passage  of  ERISA  was  prompted  by  the  best  of 
motives:  to  protect  the  retirement  benefits  of  America's  working  men  and  women.    The 
approach  that  Congress  followed  was  to  spell  out  detailed  rules  with  which  qualified  pension, 
profit-sharing,  and  other  retirement  plans  were  required  to  comply.    The  philosophy 
underlying  ERISA  was  that  general  principles  would  not  suffice  because  they  could  be 
avoided  by  employers  who  might  not  be  acting  in  their  employees'  best  interests.    Under 
prior  law,  employers  were  generally  required  not  to  discriminate  against  lower-paid 
employees  and  exclusions  were  allowed  for  part-time  employees.    Detailed  rules  and 
definitions  were  not  provided.    Although  there  certainly  were  abuses,  my  experience  as  a 
lawyer  advising  both  large  and  small  businesses  was  that  abuses  were  extremely  rare  and 
usually  inadvertent.    Nevertheless,  Congress  concluded  that  more  detailed  rules  were 
required.    The  result  is  a  statute  and  implementing  regulations  that  have  produced  a  set  of 
rules  of  staggering  complexity.    In  the  opinion  of  many,  this  approach  has  produced  exactly 
the  opposite  effect  from  that  intended.    Many  employers  have  found  the  cost  of  complying 
with  these  rules,  and  of  amending  plans  frequently  to  comply  with  changes,  to  be  so  great 
that  they  have  terminated  their  retirement  plans,  thus  depriving  many  workers  of  the  pensions 
that  they  had  expected. 

I  used  to  do  employee  benefits  work  as  part  of  my  general  tax  practice.    That  is  no  longer 
possible.    Our  firm,  like  many  others,  now  has  a  group  of  lawyers  who  do  nothing  but 
employee  benefits  work  and  even  they,  although  working  in  the  field  full-time,  have  trouble 
keeping  up  with  the  constant  stream  of  new  regulations  and  rules. 

Let  me  give  you  just  a  few  examples. 

Section  401(a)(9)  of  the  Code  contains  detailed  requirements  for  mandatory  distributions 
from  qualified  plans  and  individual  retirement  accounts.   They  specify  the  time  at  which 
distributions  must  begin  and  the  minimum  amount  that  must  be  distributed.    The  rules  are 
apparently  intended  to  assure  that  retirement  plans  are  used  for  retirement  savings  rather  than 
for  estate  planning  purposes,  although,  now  that  amounts  received  from  qualified  plans  are 
no  longer  exempt  from  estate  taxes,  one  wonders  why  this  is  necessary.    In  any  event,  the 
rules  apply  to  all  plans  and  to  all  participants.    The  proposed  regulations  implementing  these 
rules  are  voluminous,  complicated,  and  hard  to  understand.    One  very  large  employer,  a 
Fortune  500  company,  indicated  that  it  had  to  spend  many  thousands  of  dollars  to  implement 
the  Tax  Reform  Act  of  1986  changes  to  this  provision,  yet,  when  the  rule  was  applied,  it 
resulted  in  changes  in  distribution  amounts  of  only  two  employees,  neither  of  whom  was 
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highly-compensated.    It  would  appear  that  the  cost  of  implementing  such  a  rule  vastly 
exceeds  any  policy  benefit  that  might  result  from  it.    Other  statutory  provisions,  such  as 
§§415  and  4980A,  are  aimed  at  a  similar  policy  objective  of  preventing  excessive  deferrals. 
Duplicative  and  overly  broad  provisions  impose  substantial  compliance  burdens  on  qualified 
plans  and  the  employers  that  establish  them.    These  burdens  can  only  be  expected  to  pass 
through,  however  indirectly,  to  the  employees,  because  they  affect  the  amounts  that 
employers  are  willing  to  spend  on  retirement  plans. 

Another  type  of  a  compliance  burden  results  from  regulators'    tendency  to  impose  ever- 
increasing  reporting  burdens.    One  wonders  whether  all  of  the  data  that  employers  are 
required  to  provide  is  actually  needed  to  achieve  policy  goals  or  whether  reports  might  be 
consolidated  or  eliminated.   The  extent  of  this  mammoth  burden  is  perhaps  best  illustrated  by 
the  challenge  faced  by  a  consulting  firm  that  provides  clients  with  an  annual  chart  of 
reporting  requirements  of  the  Internal  Revenue  Service,  the  Department  of  Labor,  and  the 
Pension  Benefit  Guarantee  Corporation.    In  order  to  list  all  of  the  forms  and  requirements  on 
one  side  of  one  piece  of  paper,  the  consulting  firm  has  had  to  use  the  smallest  legible  font 
and  largest  size  paper  that  can  be  commercially  printed  on  in  the  D.C.  area. 

Another  example  of  unnecessary  complexity  is  that  posed  by  the  family  constructive 
ownership  rules.    Even  a  simple  profit-sharing  plan  must  apply  four  different  sets  of  family 
aggregation  rules,  each  with  its  own  definition  of  family  members.   These  rules  have  been 
imposed  by  Congress,  not  by  the  Internal  Revenue  Service  or  the  Treasury  Department. 

Congress  should  take  a  hard  look  at  whether  multiple  definitions  of  families  are  necessary. 
Constructive  ownership  rules  should  be  applied  only  when  necessary  to  correct  real  abuses. 
One  wonders  whether  they  are  necessary  at  all  in  some  of  the  qualified  plan  contexts.    On  a 
larger  scale,  wouldn't  it  make  sense  to  provide  for  a  single  set  of  constructive  ownership 
rules  that  would  apply  for  all  purposes  of  the  Code?     Do  the  rules  in  §318  really  have  to  be 
different  form  the  rules  in  §267?   Are  the  policies  of  these  sections  that  different,  and,  even 
if  they  are  slightly  different,  do  the  differences  justify  the  enormous  complexity  and 
compliance  costs  resulting  from  having  different  rules? 

Let  me  list  a  few  more  areas  of  excessive  and  unnecessary  complexity  in  the  qualified  plan 
area: 

•  Different  rules  with  respect  to  plan  distributions,  such  as  different  lump-sum 
distribution  options  and  a  $5,000  death  benefit  exclusion,  as  well  as  complicated  rules 
regarding  timing  and  amounts  of  distributions  that  impose  substantial  excise  taxes 
even  on  inadvertent  noncompliance. 

•  Differing  rules  and  penalties  regarding  failure  to  file  correct  and  timely  information 
returns  with  the  Internal  Revenue  Service  and  to  provide  statements  to  payees. 

•  Burdensome  annual  testing  required  by  rules  under  §§401(k)  and  401(m). 

•  A  definition  of  "highly  compensated  employee"  under  §414(q)  that  uses  too  many  and 
too  complicated  rules  and  requires  the  use  of  current  and  prior  year  compensation, 
rather  than  permitting  the  use  of  either. 

•  Not  permitting  plans  to  use  the  Social  Security  retirement  age  as  the  normal 
retirement  age. 

•  Special  rules  that  apply  only  to  plans  maintained  by  owner-employees. 

•  Complicated  and  troublesome  plan  funding  rules. 

•  Burdensome  rules  relating  to  maximum  permitted  contributions  and  benefit  limits 
under  §415. 

A  partial  solution  to  many  of  the  problems  in  the  employee  benefit  area  is  the  use  of  master 
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and  prototype  plans.    These  are  form  plans  that  are  typically  established  by  a  funding 
organization  such  as  a  bank  or  an  insurance  company.    The  organization  establishing  the  plan 
assumes  the  responsibility  to  amend  it  from  time  to  time  and  the  plan  language  is  pre- 
approved  by  the  Internal  Revenue  Service.    If  a  small  business  adopts  such  a  plan,  it  is 
effectively  relieved  from  the  obligation  to  keep  the  plan  language  in  compliance  with 
changing  rules  and  regulations,  although  it  entrusts  itself  to  the  willingness  and  ability  of  the 
sponsor  to  keep  the  plan  in  compliance.    The  Treasury  Department  developed  legislation 
designed  to  encourage  the  use  of  master  and  prototype  plans  that  was  included  in  the  tax 
simplification  bill,  H.R.  3419,  that  was  passed  by  the  House  of  Representatives  last  year. 

Using  a  master  or  prototype  plan  is  not  a  perfect  solution  to  the  problems  of  a  small 
business.    The  opportunity  to  tailor  specific  provisions  to  meet  particular  needs  of  the 
employer  is  lost.   The  plans  are  typically  designed  with  a  view  to  the  problems  of  the 
funding  agency  rather  than  the  employer.    Moreover,  the  use  of  a  form  plan  does  not 
eliminate  complexities  in  plan  administration,  such  as  explaining  the  complicated  tax  rules 
applicable  to  distributions  to  employees.    Nevertheless,  the  use  of  master  and  prototype  plans 
does  substantially  eliminate  the  burden  of  monitoring  changes  in  the  law  and  regulations  and 
of  amending  plans  to  comply  with  them,  because  the  employer  can  rely  on  the  sponsor  of  the 
plan  to  do  that. 

Congress  should  take  a  hard  look  at  the  law  and  regulations  applicable  to  qualified  retirement 
plans.    It  might  even  consider  establishing  a  special  commission  for  this  purpose.   The  focus 
of  any  such  effort  should  be  on  the  forest  and  not  on  the  trees.    Fine-tuning  the  rules  is  not 
what  is  needed.    We  need  to  take  a  serious  look  at  whether  many  of  the  rules  are  necessary 
at  all.    It  may  well  be  that  the  best  interests  of  America's  working  men  and  women  would  be 
better  served  by  having  fewer  but  simpler  protective  rules  rather  than  what  they  now  have. 

International  Transfer  Pricing 

Section  482  of  the  Code  is  one  of  the  simplest  provisions  in  the  law.    It  gives  the  Internal 
Revenue  Service  the  authority  to  reallocate  income,  deductions,  and  other  tax  attributes 
among  related  taxpayers  when  they  deal  with  each  other  on  other  than  arms-length  terms. 
The  purpose  of  the  provision  is  to  prevent  taxpayers  from  diverting  income  to  related  entities 
that  pay  little  or  no  tax  on  the  income.   The  classic  example  would  be  a  U.S.  manufacturer 
that  sells  its  inventory  to  a  foreign  affiliate  for  less  than  its  fair  market  value,  thus  diverting 
income  to  the  affiliate,  which  resells  the  inventory  to  foreign  customers  at  market  value 
prices.   The  Internal  Revenue  Service  and  the  Treasury  Department  have  developed  a 
complex  regulatory  scheme  to  address  international  transfer  pricing.    In  order  to  avoid 
penalties,  U.S.  companies  must  engage  in  elaborate  procedures  to  determine  the  amounts  that 
they  will  charge  (or  be  charged  by)  foreign  affiliates  for  a  variety  of  goods  and  services.    It 
is  not  enough  simply  to  make  a  good  faith  estimate  as  to  what  an  appropriate  charge  would 
be.    Studies  must  be  made  of  amounts  charged  by  unrelated  parties,  and  it  is  often  necessary 
to  retain  outside  economists.   The  taxpayer's  efforts  to  determine  a  reasonable  price  must  be 
extensively  documented.    These  procedures  are  extremely  expensive  to  follow,  and  one  can 
never  be  sure  when  all  is  said  and  done  that  a  proper  price  has  been  determined. 

Here,  too,  it  is  not  at  all  clear  that  all  of  this  is  necessary.    My  experience  as  a  practicing  tax 
lawyer  has  been  that  deliberate  attempts  to  divert  income  to  other  jurisdictions  are 
uncommon.    In  fact,  many  of  the  other  countries  in  which  U.S.  corporations  have  affiliates 
have  higher  tax  rates  than  does  the  United  States  and,  if  anything,  the  temptation  would  be  to 
divert  income  into  the  United  States  rather  than  out  of  it.    Moreover,  even  related 
corporations  normally  deal  with  each  other  at  arms-length  because  they  typically  are 
independent  profit  centers  whose  employees  are  compensated  in  part  on  the  performance  of 
their  unit.    Some  of  the  toughest  negotiations  in  which  I  have  been  involved  have  been 
between  related  corporations.    Although  there  have  been  some  estimates  of  large  amounts  of 
taxes  being  diverted  from  the  U.S.  taxing  jurisdiction,  these  amounts  are  speculative  at  best. 
It  is  interesting  to  note  that  the  Internal  Revenue  Service  has  lost  almost  all  of  the  large 
transfer  pricing  cases  that  it  has  litigated  in  recent  years.    Although  representatives  of  the 
Service  have  suggested  that  this  may  be  attributable  to  a  lack  of  government  resources  that 
can  be  brought  to  bear  in  litigating  a  large  case,  I  submit  to  you  that  one  reason  for  the 
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Service's  lack  of  success  in  this  area  may  be  simply  that  it  has  been  wrong  and  that  the 
taxpayers  have  in  fact  been  dealing  with  their  affiliates  on  reasonable  terms. 

Nevertheless,  Treasury  Department  regulations  have  imposed  a  cumbersome  set  of 
procedures  on  U.S.  corporations  that  deal  with  foreign  affiliates.    Complying  with  these 
regulations,  including  getting  an  advance  pricing  agreement  from  the  Internal  Revenue 
Service,  can  cost  tens,  and,  indeed,  hundreds  of  thousands  of  dollars.    This  burden  is 
imposed  on  all  U.S.  corporations  dealing  with  foreign  affiliates,  regardless  of  whether  there 
is  any  history  of  tax  abuse  or  whether  any  tax  benefit  could  be  obtained  by  diverting  income 
offshore. 

Surely,  Congress  should  not  countenance  deliberate  attempts  by  U.S.  corporations  to  avoid 
their  proper  tax  responsibilities.    Congress  has  been  properly  concerned  about  ensuring  that 
foreign  corporations  that  establish  U.S.  subsidiaries  pay  their  fair  share  of  taxes  on  income 
derived  from  U.S.  operations.    On  the  other  hand,  it  should  be  possible  to  enforce  arms- 
length  standards  on  multi-national  corporate  enterprises  without  requiring  corporations  to 
employ  teams  of  economists  and  lawyers  whenever  they  have  dealings  with  a  foreign 
affiliate. 

Substantiating  Charitable  Contributions 

Tax-exempt  organizations  are  not  immune  from  burdensome  compliance  problems.    A  case  in 
point  is  the  requirement  imposed  by  §6115  of  the  Internal  Revenue  Code  that  an  exempt 
organization  that  provides  benefits  to  a  donor  inform  the  donor  of  the  value  of  those  benefits. 
This  provision  was  added  by  the  1993  tax  legislation,  but  it  merely  codifies  requirements  that 
have  existed  for  some  time. 

The  provision's  purpose  is  obvious.    If  a  person  buys  a  ticket  to  a  charitable  benefit  for  $100 
and  receives  a  dinner  that  is  worth  $40,  the  charitable  deduction  for  the  ticket  should  be 
limited  to  the  excess  of  the  amount  paid  ($100)  over  the  value  of  the  dinner  received  ($40), 
or  $60.    Section  6115  requires  the  charity  to  inform  the  donor  that  this  is  the  case. 

As  is  usual,  however,  real  life  is  much  more  complex.    Take  the  case  of  a  symphony 
orchestra  that  tells  corporate  donors  that,  if  a  corporation  contributes  more  than  $25,000,  all 
of  its  employees  can  buy  concert  tickets  at  a  20%  discount,  a  not  uncommon  occurrence. 
How  is  the  value  of  discounted  tickets  to  be  determined?  The  orchestra  has  no  way  of 
knowing  how  many  employees  of  the  donor  will  buy  discounted  tickets  and  in  what  quantity. 
Keeping  track  of  the  actual  amounts  of  tickets  purchased  by  the  employees  of  each  corporate 
donor  would  be  extremely  burdensome  and  expensive.    Aggregate  figures  for  all  employees 
of  all  corporate  donors  could,  perhaps,  be  determined,  but  they  would  not  be  meaningful  in 
particular  cases.    For  example,  two  corporations  might  each  give  $50,000  to  the  orchestra 
but  one  might  have  5,000  employees  in  the  community  whereas  the  other  might  have  only 
10.   To  say  that  on  average  the  value  of  discounted  tickets  reflected,  say,  15%  of  the 
amounts  contributed  by  qualifying  corporate  donors  would  not  fairly  reflect  the  value  of 
discounted  tickets  to  each  donor  and,  in  my  example,  it  is  obvious  that  the  corporation  with 
5,000  employees  in  the  community  might  make  much  more  extensive  use  of  discounted 
tickets  relative  to  the  amount  of  its  contribution  than  would  the  corporation  with  only  10 
employees.    Performing  arts  organizations  throughout  the  country  are  extremely  troubled 
about  the  difficulty  of  complying  with  this  requirement.    It  is  a  source  of  great  concern, 
because  the  organizations  do  not  want  to  be  in  noncompliance,  yet  compliance  is  impossible 
(or,  at  least,  inordinately  expensive). 

Moreover,  where  the  benefit  provided  to  the  donor  is  a  benefit  provided  to  the  employees  of 
the  corporation,  separate  valuation  and  reporting  is  wholly  unnecessary.    The  corporation 
should  be  able  to  deduct  the  full  amount  of  its  contribution  in  any  event:    as  a  charitable 
contribution  to  the  extent  that  the  amount  contributed  exceeds  the  value  of  the  employee 
benefit,  and  as  a  business  expense  to  the  extent  that  discounted  tickets  are  benefits  to  its 
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employees.2  Thus,  no  legitimate  compliance  objective  is  served  by  imposing  this  onerous 
burden  on  tax-exempt  organizations. 

The  Treasury  Department  has  been  asked  to  provide  an  exemption  for  quid  pro  quo  benefits 
that  would  themselves  be  deductible  as  business  expenses  by  the  donor,  but  the  Treasury 
representatives  with  whom  I  have  discussed  this  feel  that  they  may  lack  the  statutory 
authority  to  provide  such  exemption.    Congress  could  spare  the  nation's  charitable 
organizations  and,  particularly,  the  museums  and  performing  arts  organizations,  considerable 
and  unnecessary  compliance  costs  if  it  exempted  discounted  tickets  and  similar  employee 
benefits  form  the  reporting  requirements  of  §6115. 

Apportionment  of  Income  for  State  and  Local  Tax  Purposes 

A  state  can  tax  the  income  of  a  corporation  doing  business  in  several  states  only  to  the  extent 
that  income  is  properly  apportionable  to  the  taxing  state.    Typically,  a  state  determines  its 
share  of  a  corporation's  income  by  applying  a  formula  based  on  the  extent  to  which  the 
corporation's  property,  payroll,  and  sales  are  attributable  to  the  taxing  state.    Although  there 
has  been  some  movement  in  the  direction  of  uniform  apportionment  rules,  the  rules  of 
different  states  vary  to  a  considerable  extent  and  a  corporation  that  does  business  in  all  50 
states  must  typically  determine  the  application  of  50  separate  and  different  apportionment 
formulas.    Understandably,  the  cost  of  complying  with  50  different  apportionment  statutes 
can  be  substantial. 

Congress  could  bring  about  considerable  compliance  savings  for  multi-state  corporations  if  it 
mandated  uniform  apportionment  rules  for  all  50  states,  acting  pursuant  to  its  power  under 
the  Commerce  Clause  of  the  United  States  Constitution.    Obviously,  an  attempt  to  impose 
uniform  rules  on  the  states  would  involve  significant  considerations  of  federalism  and  the 
relationship  between  the  federal  government  and  those  of  the  states,  and  such  an  effort 
should  not  be  undertaken  without  considerable  thought,  but  Congress  has  previously  limited 
the  states'  power  to  tax  the  income  of  multi-state  corporations  under  Public  Law  86-272,  and 
the  enactment  of  uniform  apportionment  rules  would,  if  determined  to  be  politically 
appropriate,  simplify  the  compliance  burdens  of  many  of  the  country's  businesses. 

State  and  local  taxation  has  assumed  increasing  importance  in  recent  years.   Tax  rates  are 
often  high  and  state  and  local  burdens  are  substantial.    I  probably  spend  close  to  half  my 
time  on  state  and  local  tax  problems,  whereas  15  years  ago,  my  time  spent  in  this  area  was 
minimal.    Most  large  corporations  have  employees  in  their  tax  department  who  work  solely 
on  state  and  local  matters.    Accordingly,  this  is  an  appropriate  area  for  Congress  to  address. 

Conclusion 

Mr.  Chairman,  we  hope  that  these  comments  are  helpful.   The  American  Bar  Association 
and  the  Section  of  Taxation,  as  always,  stand  ready  to  work  with  you,  members  of  the 
Subcommittee,  and  their  staffs  in  reducing  the  compliance  and  regulatory  burdens  on 
taxpayers. 


2The  guaranteed  tickets  should  be  excludable  from  the  employees'  income  as  de  minimis 
fringe  benefits  under  §132. 
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Chairman  Pickle.  Well,  when  you  say  these  recommendations 
and  changes  are  giving  a  sprinkling,  it  sounded  to  me  like  more  of 
a  flood  attack.  The  recommendations  and  changes  you  have  listed 
for  us,  they  are  very  major. 

Mr.  Faber.  Mr.  Chairman,  I  am  supposed  to  be  an  expert  on  this 
stuff  and  I  can't  do  my  own  tax  return.  I  need  someone  else  to  do 
my  tax  return. 

Chairman  Pickle.  You  mean  you  have  to  hire  a  lawyer? 

Mr.  Faber.  Accountant. 

Chairman  Pickle.  I  thank  you  very  much,  Mr.  Faber,  and  if  you 
have  to  leave,  we  understand,  but  I  hope  you  stay  as  long  as  you 
can. 

Mr.  Faber.  Thank  you. 

Chairman  Pickle.  I  would  also  say  to  Ms.  Strickland,  if  she  is 
still  here,  we  have  got  Lee  Monks  in  the  audience.  I  hope  you  get 
in  touch  with  him  and  see  if  he  can  help  you  with  your  problem. 
If  not,  we  will  have  Mr.  Monks  get  n  touch  with  you  and  see  about 
your  tax  problem. 

STATEMENT  OF  KENNETH  N.  ALICO,  PIRRONE  ACCOUNTING 
CPAs,  P.C.,  ORCHARD  PARK,  N.Y.,  ON  BEHALF  OF  NEW  YORK 
STATE  SOCIETY  OF  CERTIFIED  PUBLIC  ACCOUNTANTS 

Mr.  ALICO.  Mr.  Chairman,  my  name  is  Kenneth  Alico,  CPA.  With 
me  is  James  Woehlke,  CPA,  who  is  director  of  Tax  Policy  for  the 
New  York  State  Society  of  CPAs.  Our  organization,  with  33,000 
members,  is  the  largest  State  society  in  the  country  and  the  second 
largest  organization  of  CPAs  in  the  United  States. 

My  wife,  Camellia  Pirrone,  CPA,  and  I  have  a  practice  in  Or- 
chard Park,  N.Y.  Our  practice  is  devoted  to  tax  compliance  and 
business  planning.  Now,  why  would  CPAs  want  tax  simplification? 
We  profit  most  from  serving  our  clients'  needs.  The  most  valuable 
services  we  perform  are  personal  and  business  financial  planning. 

We  help  our  clients  use  the  most  effective  means  to  accomplisn 
their  personal  financial  goals,  their  business  missions,  and  serving 
their  customers  the  best  they  know  how.  During  the  past  12  years, 
a  growing  amount  of  our  time,  but  a  less  valuable  use  of  our  time, 
is  spent  helping  our  clients  comply  with  the  Federal  and  State  tax 
regulatory  burden. 

First,  we  will  address  tax  simplification.  We  ask  that  you  change 
the  laws  one  more  time,  make  taxation  simple  and  user  friendly. 
Peggy  Rule,  who  is  head  of  electronic  filing  for  the  Internal  Reve- 
nue Service,  recently  stated  there  were  14  million  errors  on  returns 
that  were  processed  last  year.  Seven  million  of  them  were  caused 
by  the  taxpayers  when  they  filed  their  returns.  Seven  million  were 
processing  errors  by  the  Internal  Revenue  Service. 

Constant  changes  to  the  Tax  Code  significantly  increases  the  con- 
fusion and  compliance  cost  and  errors  in  tax  preparation  and  re- 
turn processing.  A  survey  conducted  in  1989  by  the  Syracuse  Uni- 
versity Center  for  Tax  Study  showed  there  was  a  25-percent  in- 
crease in  preparation  time  of  the  short  form  1040A  and  a  19-per- 
cent increase  in  preparation  time  of  the  long  form  1040.  Now,  this 
survey  showed  that  the  increase  in  time  was  in  preparing  a  1988 
return  versus  a  1986  tax  return.  This  survey  also  was  of  paid  tax 
professionals. 
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Now,  most  paid  tax  professionals  enjoy  the  efficiency  that  is  pro- 
vided by  computerized  tax  preparation  software.  This  really 
masked  the  amount  of  time  that  it  took.  Imagine  the  effect  the  Tax 
Reform  Act  of  1986  had  on  the  general  public.  Money  magazine  an- 
nually has  an  article  in  which  they  select  50  tax  professionals  to 
prepare  a  hypothetical  return.  Now,  no  2  preparers,  and  it  is  in- 
cluded in  my  long  form  and  there  is  a  summary  chart  that  shows 
it,  no  2  preparers  out  of  the  50  came  up  with  the  same  answer,  and 
the  difference  in  the  tax  due  varied  by  1,000  percent.  That  is  dif- 
ferent than  what  my  initial  written  statement  says  because  I  got 
the  research  a  little  bit  later.  We  ask  you  to  change  the  Tax  Code 
one  more  time,  but  make  it  simple  and  hold  down  constant  future 
changes. 

Next  let's  take  a  look  at  the  regulatory  burden. 

Chairman  Pickle.  That  is  a  pretty  good  request  you  have  given 
us. 

Mr.  Alico.  Sure  is.  We  are  willing  to  help  though  too.  We  ask 
that  the  regulatory  burden  be  eliminated.  The  frequent  changes  in 
the  Tax  Code  have  forced  the  Treasury  Department  to  respond  by 
writing  volumes  of  new  tax  regulations  and  we  are  concerned  about 
two  recent  trends  in  the  developments  of  these  new  tax  regulations. 

First  is  the  attempt  to  plug  any  conceivable  potential  loophole 
with  meticulously  elaborate  regulations.  An  example  of  this  is  the 
proposed  passive  activity  loss  regulation  that  defined  what  an  ac- 
tivity is.  In  that  instance,  the  process  of  developing  regulations 
worked  well  and  the  proposed  regulation  that  finally  came  out  was 
a  much  simpler  version.  Nevertheless  this  illustrates  how  regu- 
lators have  a  tendency  to  overregulate. 

Second,  this  temptation  to  overregulate  is  a  constant  one.  With 
regulations  developed  by  tax  administrators,  to  empower  tax  ad- 
ministrators, we  see  an  attempt  to  legislate  from  the  Treasury 
building.  These  regulations  suffer  from  being  too  vague.  An  exam- 
ple of  that  is  the  current  proposed  partnership  antiabuse  rules.  We 
ask  that  you  make  Congress  and  not  the  Treasury  Department  re- 
sponsible for  tax  laws  and  keep  them  simple. 

Next  let's  talk  about  the  cost  of  compliance.  There  have  been 
many  studies  on  the  cost  of  compliance.  The  one  that  I  think  is 
fairly  accurate  was  one  that  was  published  in  the  November  14th 
issue  of  Fortune  magazine.  Ann  Reilly  Dowd  wrote,  'There  is  a 
growing  appreciation  of  the  huge  economic  costs  imposed  by  the 
overly  complex  and  often  irrational  Tax  Code.  Last  year,  the  simple 
cost  of  complying  with  that  code  tallied  $192  billion.  Of  that  sum, 
individuals  paid  $65  billion,  businesses  paid  $125  billion.  That  was 
$10  billion  more  than  companies  forked  over  in  corporate  income 
tax."  We  ask  to  eliminate  the  regulatory  burden  so  that  this  huge 
economic  force  can  be  used  in  more  productive  ways. 

Last,  I  want  to  speak  of  something  near  and  dear  to  Camellia's 
and  my  business,  and  that  is  the  problem  of  compression.  Allow  tax 
returns  to  be  filed  evenly  throughout  the  year.  In  the  past,  individ- 
uals, subchapter  S  corporations  and  subchapter  C  corporations, 
were  allowed  to  have  fiscal  year  ends.  December  31st  was  chosen 
as  the  necessary  year  end  to  cause  a  one-time  increase  in  revenue 
by  changing  the  time  when  the  tax  returns  and  the  tax  are  due. 
This  has  caused  tax  compliance  work  to  be  compressed  into  the 


141 

first  part  of  the  year.  Now,  in  our  business,  we  can't  hire  quality 
employees  that  it  takes  us  at  least  3  years  to  train  and  then  ask 
them  only  to  work  January  to  June.  So  we  ask  that  you  please  help 
us  decompress  our  business. 

Finally,  I  want  to  commend  the  work  of  the  Problem  Resolution 
Office  of  the  IRS.  That  is  a  very  good  help  because  many  times 
when  you  call  the  IRS,  it  is  difficult  to  get  somebody  that  under- 
stands what  you  are  talking  about  because  they  become  so  highly 
specialized.  Many  times  you  call  and  you  get  a  collections  person 
or  someone  who  is  not  familiar  with  what  the  problem  is  and  the 
Problem  Resolution  Office  has  been  very  helpful  in  bridging  that 
gap. 

Second,  we  would  also  like  to  reinforce  what  the  Chairman  stat- 
ed earlier,  that  the  ombudsman  really  should  be  independent  of  the 
IRS,  and  I  think  that  would  be  a  great  help. 

Mr.  Chairman,  Congressman  Houghton,  we  are  available  to  ad- 
dress any  questions  you  have  and  also  available  to  help  in  any  way 
we  can. 

Thank  you. 

Chairman  Pickle.  Mr.  Alico,  I  thank  you  for  your  statement. 

[The  prepared  statement  and  attachment  follow:] 
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TESTIMONY  OF  KENNETH  ALICO 
NEW  YORK  STATE  SOCIETY  OF  CPAs 

Mr.    Chairman: 

My  name  is  Kenneth  Alico,  CPA  and  with  me  is  James 
woehlke,  CPA  Director  of  Tax  Policy  for  the  New  York  State 
Society  of  Certified  Public  Accountants.   With  33,000 
members,  we  are  the  largest  state  organization  of  CPA ' s  and 
the  second  largest  CPA  association  in  the  country. 

My  wife  Camellia  Pirrone,  CPA,  and  I  have  a  CPA  practice 
in  Orchard  Park,  NY.   Our  practice  is  devoted  to  tax 
compliance  and  business  planning. 

Why  would  CPA's  want  tax  simplification? 

We  profit  most  from  serving  our  clients  needs.   The  most 
valuable  services  we  perform  are  personal  and  business 
financial  planning.   We  help  our  clients  use  the  most 
effective  means  to  accomplish  their  personal  financial  goals, 
business  missions,  and  serving  their  customers  the  best  they 
know  how. 

During  the  last  12  years  a  growing  amount  of  our  time, 
but  a  less  valuable  use  of  our  time,  is  spent  helping  our 
clients  comply  with  the  federal  and  state  tax  and  regulatory 
burden . 

Our  preference  and  our  clients'  preference  is  to  assist 
in  personal  and  business  financial  practices  which  is  the 
most  valuable  use  of  our  time. 
TAX  SIMPLIFICATION 

Change  the  tax  laws  one  more  time.   Make  taxation  simple 
and  user  friendly. 

Peggy  Rule,  head  of  electronic  filing  for  IRS  recently 
stated  there  were  14  million  errors  on  processed  returns  last 
year  when  initially  processed,  7  million  due  to  taxpayers  as 
filed,  7  million  due  to  IRS  processing  errors. 

Constant  changes  to  the  tax  code  significantly  increases 
the  confusion,  compliance  costs,  and  errors  in  tax 
preparation  and  return  processing. 

A  survey  conducted  in  1989  by  the  Syracuse  University 
Center  for  tax  study  showed  a  25%  increase  in  tax  return 
preparation  time  for  a  1040A  (short  form)  and  a  19%  increase 
for  form  1040.   This  survey  showed  the  increased  time  from 
preparation  of  1986  returns  vs.  1988  returns  by  paid  tax 
professionals.   Most  paid  professional  tax  preparers  enjoy 
the  efficiency  provided  by  computerized  tax  preparation. 
This  masked  how  much  time  was  really  added.   Imagine  the 
effect  the  TRA  of  1986  had  on  the  general  public. 

Money  Magazine  annually  has  an  article  in  which  they 
select  50  tax  professionals  to  prepare  a  hypothetical  return. 
(See  a  March  issue  of  Money  magazine.  A  summary  chart 
follows.)   No  two  preparers  come  up  with  the  same  answer  or 
the  answer  that  the  people  who  prepared  the  hypothetical 
return  had.   The  difference  in  tax  due  on  these  returns 
varied  by  as  much  as  1000%. 

Change  the  tax  code  once  more  but  make  it  simple, 
without  future  constant  changes. 
TAX  REGULATORY  BURDEN 

Eliminate  the  regulatory  burden. 
The  frequent  changes  in  the  tax  code  have  forced  the 
Treasury  Department  to  respond  by  writing  volumes  of  new  te 
regulations.   We  are  concerned  about  two  recent  trends  in  the 
development  of  new  tax  regulations. 

The  first  is  the  attempt  to  plug  any  conceivable 
potential  loophole  with  meticulously  elaborate  regulations. 
An  example  of  this  is  the  proposed  passive  activity  loss 
regulation  defining  what  an  "activity"  is.   In  that  instance, 
the  process  of  developing  regulations  worked  well  and  the 
proposed  regulation  was  replaced  with  a  much  simpler  version. 
Nevertheless  this  illustrates  how  regulators  have  a  tendency 
to  over  regulate. 

Second,  the  temptation  to  over  regulate  is  a  constant 
one.   With  regulations  developed  by  tax  administrators,  to 
empower  tax  administrators,  we  see  an  attempt  to  "legislate 
from  the  Treasury  Building".   These  regulations  suffer  from 
being  too  vague.   An  example  of  this  is  the  currently 
proposed  partnership  anti-abuse  regulations. 

Make  congress  not  the  Treasury  Department  responsible 
for  tax  laws  and  keep  them  simple. 
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COST  OF  COMPLIANCE 

In  the  November  14th  issue  of  Fortune,  Ann  Reilly  Dowd 
wrote  "There's  a  growing  appreciation  of  the  huge  economic 
costs  imposed  by  the  overly  complex  and  often  irrational  US 
tax  code.   Last  year  the  simple  cost  of  complying  with  that 
code  tallied  $192  billion.   Of  that  sum  individuals  paid  $65 
billion  and  business  $125  billion  -  $10  billion  more  than 
companies  forked  over  in  corporate  taxes." 

Eliminate  the  regulatory  burden  so  this  huge  economic 
force  can  be  used  in  more  productive  ways. 
COMPRESSION  OF  OUR  BUSINESS 

Allow  tax  returns  to  be  filed  evenly  through  out  the 
year. 

In  the  past  individuals,  subchapter  S  and  C  Corporations 
were  allowed  to  have  fiscal  year  ends.   This  enabled  tax 
compliance  work  to  be  scheduled  more  evenly  during  the  year. 

December  31st  was  chosen  in  the  tax  law  as  the  necessary 
year  end  to  cause  a  one  time  increase  in  revenue  by  changing 
the  time  when  the  tax  and  returns  are  due.   This  has  caused 
the  tax  compliance  work  to  be  "compressed"  into  the  first 
part  of  the  year. 

We  cannot  hire  quality  employees,  that  it  takes  3  years 
to  train,  and  ask  them  to  work  only  January  to  June  each 

year. 

Please  decompress  our  business! 

Mr.  Chairman,  We  are  available  to  address  any  questions 
you  and  your  committee  have. 

ONE  TAX  RETURN  .  .  .  50  PREPARERS,  49  DIFFERENT  ANSWERS 
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Chairman  Pickle.  You  know,  you  complimented  the  IRS  in  a 
couple  instances,  and  since  IRS  has  been  beaten  in  the  head  all 
morning  here,  I  am  glad  somebody  speaks  up  for  the  system  be- 
cause the  people  down  at  IRS  are  trying  to  carry  out  the  law  that 
we  crafted,  but  between  the  legislation  and  the  administration, 
there  are  an  awful  lot  of  complexities  involved. 

And  the  recommendations  Mr.  Faber  and  you  have  made  are  im- 
mense. I  have  always  found  though  that  the  American  Bar  Associa- 
tion and  the  AICPA  have  been  very  helpful. 

Just  a  few  years  ago,  we  held  a  hearing  on  the  civil  tax  penalties. 
They  were  so  complex  and  made  no  sense,  and  we  formed  a  task 
force.  The  AICPA  and  the  American  Bar,  working  with  former  tax 
commissioners  and  the  panel  we  established,  came  up  with  a  very 
good  agreement  about  how  the  system  ought  to  work.  Your  maga- 
zine, I  think,  Mr.  Alico,  said  it  was  Congress  at  its  best  showing 
how  we  can  get  together  and  it  worked.  I  don't  know  whether  we 
can  have  that  same  kind  of  panel  on  tax  reforms.  We  ought  to  look 
at  it. 

The  Internal  Revenue  Service  is  looking  for  ways  to  administer 
this  better.  They  are  in  a  difficult  position  because  they  just  do 
what  Treasury  says  is  the  law,  and  maybe  Treasury  does  try  to  leg- 
islate from  the  Treasury  building  instead  of  from  the  Congress.  We 
can  look  at  some  of  these  task  forces  to  try  to  put  things  together 
and  make  better  sense  out  of  them.  But  in  passing,  I  do  want  to 
compliment  you  for  your  testimony  and  for  your  contribution  to  us 
over  the  years.  That  has  been  very  helpful. 

Now,  I  am  not  going  through  all  these  recommendations  you 
made  because  we  have  got  the  other  panelists,  but  I  appreciate  it 
and  I  assure  you  they  will  be  carefully  considered  and  passed  along 
to  the  proper  officials. 

Mr.  Alico.  Thank  you,  Mr.  Chairman,  and  we  are  always  willing 
to  help  you. 

Chairman  Pickle.  I  thank  you,  sir. 

STATEMENT  OF  RAMONA  K.Z.  HECK,  PH.D.,  DEPARTMENT  OF 
CONSUMER  ECONOMICS  AND  HOUSING,  CORNELL  UNIVER- 
SITY, ITHACA,  N.Y. 

Chairman  Pickle.  Now  we  go  ahead  with  the  witnesses.  Let  me 
see  who  is  next  here.  Ms.  Heck. 

Ms.  Heck.  Dr.  Heck  from  Cornell  University. 

Chairman  Pickle.  Dr.  Heck,  we  recognize  you  then. 

Ms.  Heck.  I  appreciate  the  opportunity  to  be  here,  Mr.  Chair- 
man, and  Representative  Houghton.  My  comments  are  from  my 
perspective  as  an  academic  researcher  and  from  recently  completed 
and  current  research  on  home-based  and  family  businesses. 

In  my  position  at  Cornell,  I  am  involved  in  both  teaching  and  re- 
search related  to  family  businesses.  Let  me  repeat  that.  Family 
businesses.  I  would  like  to  share  with  you  the  results  from  two 
areas  of  research,  one  recently  completed  on  home-based  businesses 
and  the  other  which  focuses  on  future  data  collection  efforts  on  a 
more  general  group  of  family  businesses. 

I  am  currently  linked  with  31  researchers  at  21  different  univer- 
sities located  in  17  States  and  Canada,  and  about  half  of  this  re- 
search team  has  been  working  together  since  1984  studying  home- 
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based  employment,  the  majority  of  which  are  home-based  busi- 
nesses. 

It  could  be  said  that  all  businesses  start  in  the  home  because 
many  major  corporations,  as  well  as  viable  microbusinesses,  start 
with  the  ideas,  the  risk  taking,  the  motivational  energy  of  individ- 
uals within  families.  The  uneven  economy,  downsizing  techno- 
logical advances,  and  employment  desires  on  the  part  of  family 
members  have  contributed  to  increasing  numbers  of  individuals 
working  at  home. 

In  the  spring  of  1989  my  colleagues  and  I  collected  data  from 
households  in  nine  States  in  which  at  least  one  adult  was  perform- 
ing paid  work  in  or  from  the  home.  We  discovered  a  prevalence 
rate  of  6.4  percent,  a  narrower  prevalence  rate  than  just  anyone 
doing  the  work.  Based  on  that  prevalence  rate,  we  know  that  6  mil- 
lion plus  households  earn,  again  from  the  study,  $17,835  annually 
net  income  from  their  home-based  work.  This  contributes  or 
amounts  to  $108.4  billion  of  net  personal  income  in  the  U.S.  econ- 
omy. 

From  that,  you  can  subset  businesses  and  we  estimate  about  4.5 
million  businesses  contributing  $247  billion  of  gross  income  directly 
into  the  economy  and  net  income  amounting  to  $70.8  billion.  If  you 
look  at  multiplier  effects,  which  allows  you  to  look  at  additional  ef- 
fects of  this  income  from  home  business  in  the  economies  of  the 
nine  States  in  our  study,  specifically,  we  calculated  that  9  percent 
of  total  output  in  our  nine  States,  4.5  percent  of  total  earnings  and 
6.7  percent  of  total  employment  comes  from  these  home  businesses. 

The  most  striking  example,  striking  to  me  as  I  read  through  it 
now,  occurs  in  Vermont  where  home-based  businesses  produce  13 
percent  of  the  total  output  in  the  State,  14.7  percent  of  the  total 
earnings,  and  21  percent  of  all  employment  in  the  Vermont  econ- 
omy. 

If  you  look  at  the  taxes,  the  potential  taxes  paid  by  these 
nonincorporated  home  businesses  or  subsetting  further,  we  esti- 
mate about  4.2  million  sole  proprietorships  and  partnerships. 
Using  a  1994  Federal  income  tax  table  and  a  typical  tax  rate,  I 
used  28  percent,  the  average  nonincorporated  home  businessowner 
pays  about  $4,208  in  Federal  income  taxes.  That  amounts  to  $17.8 
billion  in  revenues  for  the  Federal  Government.  That  is  why  Fed- 
eral tax  laws,  including  personal  income  tax,  Social  Security,  and 
estate  and  gift  taxes — have  real  meaning  to  home  business  enter- 
prises. Not  only  do  the  direct  tax  dollar  payments  diminish  net 
business  incomes  for  nonincorporated  businesses,  other  tax  sys- 
tems' regulations  affect  the  amount  and  type  of  deductions  avail- 
able to  businessowners  and  the  way  in  which  individuals  decide 
how  much  to  work  and  under  what  status,  and  also  how  wealth  is 
transferred  between  generations. 

This  tax  burden  of  $4,208  that  I  just  calculated,  if  extrapolated 
to  the  national  population  and  to  the  total  Federal  revenues,  is 
only  about  1.5  percent  of  the  total  Federal  revenues.  This  suggests 
to  me  as  a  researcher  that  these  tax  revenues  place  a  heavy  burden 
on  the  individual  home-based  businessowner  while  not  producing 
significant  Federal  revenues  overall. 

Further,  looking  at  the  family  implication,  we  discovered  that  35 
percent  of  the  family's  income  in  our  studies  came  from  the  busi- 
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ness — net  business  income  of  sole  proprietorships  and  partnerships. 
Compared  to  a  standard  poverty  measure,  that  makes  these  house- 
holds 25  percent  better  off  than  the  current  12,000  or  so  dollars  of 
the  poverty  threshold.  This  is  coming  strictly  from  their  home  busi- 
nesses. 

With  all  this  in  mind,  in  terms  of  the  importance,  I  would  give 
the  first  recommendation:  Given  the  importance  of  home-based 
businesses  to  the  economy  and  to  the  households  that  operate 
them,  new  and  significant  business  expenses  should  be  allowed  as 
deductions  for  such  nonincorporated  businesses  under  the  Federal 
income  tax  regulations.  For  example,  a  deduction  for  health  insur- 
ance premiums,  very  much  in  our  minds  these  days,  and  other  typ- 
ical business  expenses  for  equipment  and  activities  should  be  con- 
sidered. 

Going  further  with  that,  I  would  like  to  talk  briefly  about  the 
treatment  of  home  office  space.  There  has  been  a  recent  Supreme 
Court  decision  that  disallows  the  deduction  of  home  office  expenses 
for  home  businesses.  We  estimate  from  our  nine-State  study  that 
71  percent  of  the  home  businesses  work  away  or  from  the  home  at 
construction  sites,  on  the  road  literally.  At  the  same  time,  56  per- 
cent of  these  home  businesses  have  a  space  exclusively  devoted  to 
the  business  at  home.  Combining  the  two  statistics,  we  come  up 
with  38  percent  work  away  from  home  and  have  exclusive  office 
space.  Extrapolated  to  the  U.S.  population,  that  is  about  1.6  million 
businessowners  who  effectively  have  had  their  incomes  reduced  as 
a  result  of  the  Soliman  decision,  this  recent  decision. 

Recommendation  two  I  feel  should  be:  To  prevent  the  unfair  dis- 
crimination against  home-based  businesses  given  the  unequal 
treatment  of  home  office  space,  new  Federal  income  tax  legislation, 
and  actually  two  bills  have  been  already  introduced,  H.R.  3407  and 
H.R.  1924,  should  be  passed  to  amend  the  Tax  Code  and  to  reverse 
the  recent  Supreme  Court  decision  of  the  Commissioner  versus 
Soliman.  The  court  in  rendering  their  opinion  actually  advised  a  re- 
vision of  this  tax  law. 

I  have  two  other  recommendations  which  are  in  my  written  com- 
ments having  to  do  with  employee  and  independent  contractor  sta- 
tus. Basically  the  recommendations  suggest  that  this  status  be 
more  easily  attained  for  part-time  and  supplemental  income  for 
contracting  work,  and  that  full-time  businessowners  may  more  eas- 
ily establish  the  status. 

And  also  in  terms  of  local  zoning  ordinances,  while  they  are  im- 
plemented at  the  local  level,  Federal  legislation  should  be  passed 
to  provide  incentives  for  local  government  to  allow  variances  to  ex- 
isting zoning  codes  and  pass  new  and  inclusive  zoning  laws  such 
as  the  Vermont  model  zoning  law  which  directly  protects  home- 
based  occupations. 

I  would  like  to  quickly  shift  gears  to  the  more  general  area  of 
family  businesses.  There  are  many  misconceptions  about  family 
businesses.  I  would  like  to  erase  a  few  of  those  in  the  next  few  min- 
utes. They  run  the  gamut  from  small — sole  proprietorships  all  the 
way  to  major  corporations. 

A  family  business  is  any  business  that  is  owned  or  managed  by 
one  or  more  family  members.  The  economic  value  of  these  busi- 
nesses in  our  economy  is  estimated  to  be  90  percent  of  the  busi- 
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nesses  in  our  country  are  family  owned  or  controlled.  About  half  of 
the  GDP  and  half  of  the  total  wages  are  derived  from  these  types 
of  businesses.  Recent  data  show  that  with  the  exception  of  3,000 
companies  earning  $500  million  plus  annually,  privately  held  com- 
panies outnumber  publicly  held  companies  in  all  ranges  of  gross 
revenue.  In  addition,  family  businesses  can  be  publicly  held.  One 
researcher  has  recognized  this  as  a  parallel,  unrecognized  economy 
that  should  be  recognized. 

Further,  from  a  societal  value,  family  firms  suggest  that  family 
firms  are  different  from  nonfamily  firms.  They  are  preferred  by 
customers,  offer  greater  opportunity  for  women,  have  a  respect  for 
tradition,  and  take  care  of  their  employees.  Other  researchers  sug- 
gest that  these  family  companies  have  inherent  unique  attributes 
that  are  directly  related  to  the  overlap  of  the  family,  the  ownership 
of  the  management  status. 

Because  of  these  attributes,  family  firms  behave  differently  by 
caring  more  about  providing  jobs  for  people,  treating  workers  fairly, 
socializing  family  members  in  the  business;  and  further,  it  has 
been  suggested  that  family  firms  are  more  socially  conscious  and 
make  greater  sacrifices  and  sustain  long-term  losses  to  save  firms 
and  the  communities — to  save  the  firm  and  the  communities 
around  it. 

We  know  very  little  about  both  the  business  sides  and  the  family 
side  of  these  types  of  firms.  We  know  very  little  about  the  minority 
subpopulation  ownership,  the  difference  between  family  firms,  be- 
tween large  scale  and  microbusinesses,  the  dynamics  of  these  over 
the  life  course  of  the  business,  particularly  in  relationship  to  the 
estate  tax  burden  where  the  business  is  transferred  between  gen- 
erations. 

From  the  literature  it  is  estimated  that  only  30  percent  of  family 
firms  on  average  survived  the  second  generation.  And  existing  re- 
search suggests  that  the  amount  of  revenues  garnered  by  transfer 
taxes  is  not  beneficial  overall  when  the  loss  of  companies  and  jobs 
is  valued. 

The  family  business  field  is  emerging  and  would  be  greatly  en- 
hanced by  increasing  the  amount  and  quality  of  applied  research. 
However,  the  applied  research  is  impaired  by  the  lack  of  well-es- 
tablished national  statistics  and  high-quality  comprehensive  data 
sources. 

For  example,  the  Small  Business  Administration  does  not  distin- 
guish in  its  national  statistical  series  between  family  and 
nonfamily  businesses.  As  the  J.  Thomas  Clark  professor  at  Cornell, 
I  am  using  data  from  the  panel  study  of  income  dynamics  from  the 
University  of  Michigan.  I  am  studying  an  event  history  analysis 
which  examines  the  lousiness  ownership  over  time,  a  5-year  period. 
I  am  trying  to  establish  whether  family  characteristics  or  business 
or  economy  variables  are  more  important.  This  data  is  an  ex- 
tremely excellent  data  source,  but  it  is  inadequate  for  studying  a 
variety  of  business  features,  and  it  is  not  related  to  current  tax  in- 
formation. 

My  last  recommendation  would  be  that  legislative  action  should 
be  directed  to  the  Small  Business  Administration  to  distinguish  be- 
tween family-  and  nonfamily-owned  businesses  within  their  na- 
tional business  statistics  and  that  congressional  support  should  be 
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garnered  and  allocated  for  longitudinal  databases  for  the  systemic 
study  of  family  businesses  over  time. 

My  colleagues  and  I  are  proposing  such  a  data  collection  to  de- 
velop a  clearer  understanding  of  the  structure,  communication  pat- 
terns, financial  circumstances,  including  tax  contributions,  deci- 
sionmaking processes,  and  management  studies  within  family  busi- 
nesses as  they  contribute  to  individuals  and  group  well-being  both 
in  families  and  business  settings. 

Such  information  would  be  invaluable  to  enhancing  the  stability 
and  security  of  families  who  own  and  operate  such  businesses  and 
in  developing  policies  and  programs  that  foster  family  businesses 
and  assist  them  in  their  contribution  to  community  and  economic 
development. 

I  appreciate  your  time  and  your  attention. 

Chairman  Pickle.  We  appreciate  your  statement. 

[The  prepared  statement  and  attachment  follow:] 
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Field  Hearing  on  "Compliance  Costs  and  Regulatory  Burden  Imposed  by  the  Federal  Tax 

Laws  on  Individuals  and  Businesses" 
Subcommittee  on  Oversight,  Committee  on  Ways  and  Means 
United  States  House  of  Representatives 
December  9,   1994 
Elmira,  New  York 

written  comments  by 

Ramona  K.  Z.  Heck 

J.  Thomas  Clark  Professor 

of  Entrepreneurship  and  Personal  Enterprise 

Cornell  University 
Ithaca,  New  York 

The  comments  offered  herein  are  from  my  perspective  as  an  academic  researcher  and 
from  recently  completed  and  current  research  on  home-based  and  family  businesses.  In  my 
position  as  the  J.  Thomas  Clark  Professor  of  Entrepreneurship  and  Personal 
Enterprise,  I  am  involved  in  both  teaching  and  research  related  to  family  businesses.  The 
first  of  two  courses  is  an  introductory  topical  course  entitled  "Families  in  Business"  and  the 
second  serves  as  an  in-depth  independent  study  course  that  emphasizes  the  development  of 
applied  research  skills  in  examining  various  aspects  of  family  businesses  in  a  research 
framework. 

I  would  like  to  share  with  you  the  results  from  two  areas  of  research,  one  recently 
completed  on  home-based  businesses  and  the  other  which  focuses  on  future  data  collection 
efforts  on  the  more  general  group  of  family  businesses.  /  am  currently  formally  linked  to 
31  researchers  at  21  different  universities  located  in  17  states  and  Canada.  About 
one  half  of  this  research  team  has  been  working  together  since  1984  studying  home-based 
employment,  the  majority  being  home-based  businesses  as  opposed  to  people  who  work  at 
home  for  an  employer.  From  this  earlier  research  work,  over  fifty  scholarly  refereed 
publications  and  one  book  have  been  produced,  and  two  additional  books  are  in  production. 

Home-Based  Businesses 

It  could  be  said  that  all  businesses  start  in  the  home  because  many  major  companies  as 
well  as  viable  micro  businesses  start  with  the  ideas,  risk  taking,  and  motivational  energy  of 
individuals  within  families.  However,  economic,  technological,  demographic,  social,  and 
political  factors  have  contributed  to  an  increasing  number  of  individuals  working  at  home. 
The  uneven  economy  of  the  1970s  and  1980s  coupled  with  strong  foreign  competition  pushed 
U.S.  businesses  toward  a  leaner  labor  force  working  longer  hours  to  maintain  quality  and 
remain  viable  in  a  world  market  (Coates,  1988;  Gumpert,  1984).  To  remain  competitive, 
corporations  are  scrutinizing  their  operations  to  lower  costs  and  many  are  engaging  in 
"downsizing"  maneuvers  as  a  result. 

Concomitantly,  the  U.S.  economy  has  been  transformed  from  an  industrial  base  to  an 
information  and  service  base.  Advanced  telecommunication  equipment  such  as  personal 
computers,  laser  printers,  high-speed  modems,  and  facsimile  machines  has  made  it  possible 
to  move  service-related  work  away  from  centralized  work  sites  to  homes  (Christensen,  1988; 
Edwards  &  Edwards,  1994b;  Pratt,  1993). 

Other  forces  supporting  the  reemergence  of  home-based  work  are  changes  in  family 
structure  and  the  allocation  of  work  and  family  roles  between  men  and  women  (Pleck,  1977; 
Giele,  1984).  Several  authorities  have  suggested  that  home-based  work  provides  an  effective 
way  to  balance  the  demands  of  paid  employment  and  family  responsibilities,  particularly  for 
women  (Edwards  &  Edwards,  1991,  1994b;  Horvath,  1986;  Kraut  &  Grambsch,  1987; 
Voydanoff,  1987). 

All  of  these  trends,  coupled  with  the  elimination  or  easing  of  legal  restrictions  on  work  at 
home,  have  contributed  to  an  increase  in  the  number  of  home-based  workers.  Although 
federal  laws  and  regulations  have  been  essentially  removed,  some  state,  city,  and  local  legal 
restrictions  remain  or  others  are  changing  more  slowly.  For  example,  in  the  cities  of  Chicago 
and  Los  Angeles,  home-based  work  is  prohibited  by  local  zoning  laws  (Edwards  &  Edwards, 
1994a). 
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In  the  spring  of  1989,  my  colleagues  and  I  collected  data  from  households  in  nine  states 
in  which  at  least  one  adult  was  performing  paid  work  in.  or  from  the  home.  Using  this 
definition,  the  sample  included  the  self-employed  home-based  business  owner  and  the 
employee  working  at  home  for  wages.  The  sampling  frame  was  based  on  a  two-stage  process 
in  which  households  were  screened  to  see  if  (a)  they  met  the  minimum  hourly  criteria  of  312 
hours  per  year  (i.e.,  6  hours  per  week),  (b)  had  participated  in  home-based  work  for  the  year 
before  the  survey,  and  (c)  that  the  home-based  work  was  not  strictly  production  agriculture. 

Selected  findings  from  the  nine-state  study  on  home-based  work  (i.e.,  the  Cooperative 
Regional  Research  Project,  NE-167)  will  be  shared  to  show  or  discuss:  (a)  the  macroeconomic 
effects  of  home-based  businesses,  (b)  tax  contributions  made  by  home-based  businesses,  (c) 
the  contribution  of  home-based  business  income  to  family  financial  circumstances,  (d)  the  use 
of  home  office  space  by  home-based  business  owners,  (e)  the  employee  or  independent 
contractor  status,  and  (f)  the  impact  of  local  zoning  ordinances. 

The  Macroeconomic  Effects  of  Home-Based  Work  and  Home  Businesses 

We  discovered  that  home-based  work  including  both  businesses  and  wage  work  is  not 
peripheral  to  the  income  stream  of  the  United  States  economy.  Using  a  narrow  definition  of 
home-based  work  from  the  nine-state  study  (i.e.,  312  hours  per  year  and  no  other  office),  the 
prevalence  rate  for  home-based  work  is  6.4%.  My  colleague,  Dr.  Kathryn  Stafford  at  The 
Ohio  State  University,  has  generalized  the  prevalence  rates  from  the  nine-state  study  to  the 
U.S.  population.  This  means  that  6,077,578  households  in  the  U.S.  have  a  member  engaged 
in  home-based  work  as  defined  by  the  nine-state  study.  If  each  of  these  six  million  plus 
households  earned  $17,835  (the  average  annual  net  income  from  home-based  work  for  those 
in  the  nine-state  study),  home-based  work  contributed  $108.4  billion  dollars  in  net 
personal  income  to  the  United  States  economy.  The  mean  net  income  from  home-based 
work  was  $22,251  in  urban  areas  versus  $14,012  in  rural  areas;  this  translates  into 
contributions  of  home-based  work  amounting  to  $87.3  billion  for  urban  areas  and  $30.1 
billion  for  rural  areas.  It  should  be  noted  that  a  diverse  set  of  occupations  are  represented 
among  our  sample  of  home-based  workers  with  the  most  common  ones  being  marketing  and 
sales,  contracting,  mechanical  and  transportation,  and  a  variety  of  service  providers. 

If  we  use  a  less  restrictive  prevalence  rate  of  9.6%  from  the  nine-state  study  which  is 
based  on  the  response  that  someone  in  the  household  was  engaged  in  home-based  work—a 
broader  definition-to  impute  a  national  figure,  9,017,224  households  in  the  United  States 
have  some  adult  engaged  in  home-based  work,  either  full  or  part-time,  as  the  sole  means  of 
support  for  themselves  and  their  family,  or  as  supplemental  income.  The  corresponding 
impact  on  the  economy  would  be  48.4%  higher  than  the  amount  obtained  using  the 
narrower  definition  of  home-based  work.  Given  that  in  1988  the  mean  household  income 
for  the  national  population  was  $34,017,  income  from  home-based  work  contributed  3.4%  of 
total  personal  income  in  the  United  States  (Heck,  Owen,  &  Rowe,  in  press).  By  comparison, 
nonfarm  sole  proprietorships  contributed  3.9%  of  household  income  and  farming  contributed 
1.8%  of  household  income  (U.S.  Bureau  of  the  Census,  1993). 

In  addition  to  its  contribution  to  household  income,  the  contribution  of  home-based  work 
to  the  economy  also  can  be  gauged  by  comparing  the  gross  and  net  income  of  home-based 
businesses  with  comparable  figures  reported  on  federal  income  tax  returns  by  various  types 
of  businesses.  Using  the  narrower  prevalence  rate  of  the  nine-state  sample,  there 
were  projected  to  be  4,529,452  home-based  businesses  in  the  United  States  in  1989. 
As  reported  on  their  tax  returns  for  1988,  these  home-based  businesses  pumped  an 
estimated  $247  billion  of  gross  income  directly  into  the  economy,  36.8%  as  much  as 
nonfarm  proprietorships,  53.2%  as  much  as  partnerships  reported,  and  2.5%  as  much  as  all 
corporations  (Heck,  Owen,  Rowe,  in  press;  U.S.  Bureau  of  the  Census,  1993). 

Continuing  our  look  just  at  home-based  businesses  in  the  nine-state  study,  my  colleague 
Dr.  Barbara  R.  Rowe  at  Purdue  University  notes  that  the  average  net  income  from  the 
business,  as  reported  on  their  tax  returns  for  1988,  was  $15,628.  At  that  level  of  net  income, 
she  has  estimated  that  home-based  businesses  contributed  $70.8  billion  to  the  economy  in 
1988.  By  comparison,  nonfarm  proprietorships  reported  $126  billion  net  income, 
partnerships  reported  $15  billion,  and  corporations  reported  $413  billion  on  their  tax  returns 
for  1988  (U.S.  Bureau  of  the  Census,  1993).  In  other  words,  home-based  businesses  reported 
56.3%  as  much  net  income  as  all  nonfarm  proprietorships,  4.7  %  as  much  as  partnerships, 
and  17.2%  as  much  as  all  corporations. 
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Miller  (1990),  among  others,  has  shown  the  importance  of  small  businesses  to  the  rural 
economy.  In  the  nine-state  study,  the  rural  home-based  business  grossed  a  mean  of  $38,122 
and  netted  a  mean  of  $12,049  for  the  household.  Using  the  nine-state  study's  sampling 
frame,  the  projected  impact  of  the  home-based  businesses  on  the  economies  of 
nonmetropolitan  counties  in  the  United  States  was  $63.8  billion  in  1988  gross  income.  Their 
contribution  to  household  income  in  these  nonmetropolitan  counties  was  $20.1  billion  net 
income  in  1988. 

An  additional  way  to  examine  the  macroeconomic  effects  of  home-based  work  is  to 
quantify  contributions  to  total  output,  total  earnings,  and  employment.  The  Department  of 
Commerce  publishes  regional  multiples  for  all  states  across  all  the  standard  industrial 
classifications  (U.S.  Department  of  Commerce,  1992).  Multipliers  allow  policy  makers  to 
access  the  impact  of  home-based  businesses  on  the  economy.  In  the  nine-states  in  our  study, 
home-based  businesses  contributed  about  9%  of  total  output,  4.5%  of  total  earnings,  and 
6.7%  of  total  employment.  The  most  striking  example  occurs  in  Vermont,  where  home-based 
businesses  produced  13%  of  total  output,  14.7%  of  total  earnings,  and  21%  of  all  employment 
in  the  Vermont  economy  (Rowe,  Haynes,  &  Stafford,  1994). 

Estimated  Taxes  Paid  bv  Nonincorporated  Home  Businesses 

Not  only  do  home  businesses  make  major  contributions  to  the  overall  economy, 
households  make  tax  contributions  based  on  the  net  business  income  earned  in  these 
enterprises.  Again,  using  the  definitions  and  prevalence  rates  of  the  nine-state  sample, 
there  are  projected  to  be  4,204,954  home  businesses  in  the  United  States  in  1989  which  are 
sole  proprietorships  or  partnerships.  Their  mean  1988  net  business  income  was  $15,030. 
Using  a  1994  federal  income  tax  table  and  assuming  a  topical  tax  rate  of  28%,  the  average 
nonincorporated  home  business  owner  pays  about  $4,208  in  federal  income  taxes. 
Extrapolated  to  the  population,  the  tax  contribution  that  would  be  made  by  these  micro 
home  enterprises  in  1994  amounts  to  $17.8  billion.  From  the  perspective  of  the  home-based 
business  owner,  this  tax  burden  is  significant.  In  addition,  health  insurance  premiums  can 
no  longer  be  deducted  for  the  self-employed  worker  who  paid  his  or  her  own  health  insurance 
costs. 

That  is  why  Federal  tax  laws  including  personal  income  taxes,  Social  Security,  and 
estate  and  gift  taxes  have  real  meaning  for  business  enterprises.  Not  only  do  the  direct 
tax  dollar  payments  diminish  net  business  incomes  for  nonincorporated  businesses  (i.e.,  sole 
proprietorships  and  partnerships)  but  other  tax  systems  and  regulations  affect  the  amount 
and  types  of  deductions  available  to  owners,  the  ways  in  which  individuals  decide  how  much 
to  work  and  under  what  status,  and  how  wealth  is  transferred  between  generations  as  I  will 
discuss  later.  It  should  also  be  noted  that  these  estimated  federal  income  tax  revenues  from 
home-based  businesses  represent  just  under  4%  of  the  total  federal  tax  revenues  from 
individual  income  and  about  1.5%  of  all  federal  tax  revenues  (U.S.  Bureau  of  the  Census, 
1993).  This  suggests  that  this  source  of  tax  revenues  places  a  heavy  tax  burden  on 
individual  home-based  businesses  while  not  producing  significant  federal  revenues. 

Family  Financial  Impact  of  Home  Businesses 

It  is  one  thing  to  discuss  the  impact  of  home  businesses  on  communities  and  nations; 
family  financial  impact  offers  another  dimension  to  the  benefits  this  form  of  employment 
provides.  The  conclusion  reached  after  analyzing  income  data  from  the  nine-state  study  is 
that  a  home-based  business  has  a  substantial  impact  on  the  household's  financial  well-being 
and,  therefore,  its  level  of  living.  In  the  households  we  surveyed,  net  business  income  from 
sole  proprietorships  or  partnerships  provided  nearly  35%  of  the  family's  income.  Because 
over  46%  of  the  sample  lived  in  small  towns  and  rural  areas,  locales  that  often  suffer  from 
chronically  low  family  incomes,  the  contribution  of  this  net  business  income  can  often  mean 
the  difference  between  security  and  deprivation  in  a  family  budget. 

Another  way  to  gauge  the  positive  contribution  of  home-based  business  income  to  family 
financial  welfare  is  to  look  at  its  magnitude  relative  to  the  poverty  threshold,  a  measure  of 
the  minimum  temporary  income  needed  to  sustain  a  family  in  the  United  States.  This 
measure  is  used  to  determine  eligibility  for  various  transfer  payments  and  in-kind  support 
from  state  and  federal  levels  and  to  assess  the  financial  well-being  of  geographic  areas.  In 
1989,  the  poverty  threshold  was  $12,091  for  a  family  of  four  (U.S.  Bureau  of  the  Census, 
1990).  Although  the  average  household  size  in  the  sample  was  somewhat  less  than  four 
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(3.4),  the  average  net  business  income  from  home-based  businesses  which  were  sole 
proprietorships  and  partnerships  was  $15,030,  making  these  households  almost  25%  better 
off  financially  than  poverty  measures,  from  their  home-based  businesses  alone. 

Recommendation  #1:  Given  the  importance  of  home-based  businesses  to  the 
economy  and  to  the  households  who  operate  them,  new  and  significant  business 
expenses  should  be  allowed  as  deductions  for  such  nonincorporated  businesses 
under  the  federal  income  tax  regulations,  for  example  a  deduction  for  health 
insurance  premiums  and  other  typical  business  expenses  for  equipment  and 
business  activities. 

Treatment  and  Use  of  Home  Office  Space  by  Home  Business  Owners 

The  recent  U.S.  Supreme  Court  decision  has  interpreted  the  tax  deduction  granted  home 
office  use  in  a  more  restrictive  manner  than  in  the  past  (Commissioner  v.  Soliman,  1993). 
The  inability  to  deduct  home  office  expenses  from  the  gross  income  of  home-based  businesses 
siphons  off  much  needed  dollars  from  local  economies  and  can  make  a  critical  difference  in 
the  ability  of  gestating  new  businesses  to  stay  afloat. 

In  setting  the  precedent,  the  Supreme  Court  decided  an  anesthesiologist  who  worked  at 
three  hospitals,  none  of  which  provided  him  an  office,  could  not  deduct  his  home  office 
expenses.  Even  though  the  doctor  spent  two  to  three  hours  a  day  in  a  home  office  working 
on  billing,  setting  up  appointments,  and  studying  medical  journals,  the  Supreme  Court  ruled 
against  him  because  the  home  office  did  not  qualify  as  his  "principal  place  of  business."  He 
did  not  meet  patients  there  nor  was  the  work  performed  there  the  most  important  aspect  of 
his  job.  The  fact  that  the  hospitals  did  not  give  him  an  office  was  irrelevant,  the  Court  said. 
Justice  Anthony  Kennedy,  reading  for  the  majority,  said  it  was  not  enough  that  work  done  in 
his  home  office  was  essential  to  the  doctor's  business.  Rather,  the  central  question  in 
judging  whether  home  office  expenses  are  deductible  is  a  comparative  one:  whether  the 
home  office  is  where  the  taxpayer's  most  important  professional  activities  are  performed, 
based  on  the  relative  importance  of  the  activities  and  the  time  devoted  to  them.  Business 
expenses  for  rental  office  space,  however,  are  fully  deductible.  Thus  this  decision  speaks  to 
the  home-based  business,  not  to  the  valuation  of  business  expenditures.  Further,  it  has  been 
suggested  that  if  the  reasoning  underlying  this  decision  were  to  be  applied  to  businesses  not 
in  the  home,  many  businesses  such  as  taxi  companies  and  contractors,  would  face  reduced 
tax  deductions  (Edwards  &  Edwards,  1994a). 

Fewer  home-based  work  spaces  for  business  activities  will  qualify  for  tax  deductions 
under  this  legal  interpretation.  For  example,  the  self-employed  contractors  in  the  nine-state 
study  who  work  at  building  sites  away  from  home  but  have  no  office  other  than  in  their 
homes  may  not  be  able  to  deduct  legitimate  business  expenses  for  their  home  offices.  In 
contrast,  the  home-based  wage  worker  who  spends  the  day  on  a  computer  terminal  and 
connects  electronically  with  a  main  office  would  qualify.  This  new  ruling  may  influence  the 
feasibility  and  profitability  of  home-based  businesses. 

Exclusiveness  of  work  sites.  In  the  nine-state  study,  71%  of  the  home-based  businesses 
involve  working  away  from  the  home  or  out  of  the  home.  At  the  same  time,  56%  of  all  home- 
based  businesses  have  a  space  at  home  which  is  used  exclusively  for  the  business.  Among 
those  who  work  away  from  their  homes,  38%  utilize  a  place  at  home  exclusively  for  business 
activities  and  also  work  away  from  home.  The  most  common  exclusive  site  is  an  office  or 
workroom;  sometimes  it  is  the  basement  or  a  detached  building.  These  exclusive  work  sites 
are  nearly  always  away  from  the  main  living  area,  indicating  a  desire  to  separate  spatially 
the  spheres  of  work  and  family. 

Extrapolated  to  the  U.S.  population,  about  1.6  million  home-based  businesses  have 
effectively  had  their  incomes  reduced  as  a  result  of  the  Soliman  decision.  According  to  the 
nine-state  study,  the  principal  occupations  affected  are  the  professions  such  as  veterinarians 
or  management  consultants,  contractors  such  as  home  remodelers  or  plumbers,  and 
transportation  workers.  These  occupations  also  happen  to  be  among  the  highest  earners  of 
all  home  businesses.  Contractors  are  the  highest  paid  occupation  among  home  businesses. 

In  addition  to  the  money  they  earn  for  their  families,  home-based  business  owners  spend 
over  60%  of  their  gross  income  on  expenses,  and  our  data  indicate  that  this  money  stays  in 
their  local  communities.  Allowing  these  home-based  businesses  to  deduct  their  home  office 
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expense  would  increase  the  amount  of  money  they  could  spend  in  their  local  communities. 
In  the  nine  states  in  the  study,  home  businesses  spent  over  $31  billion  on  business  expenses. 

Recommendation  #2:  To  prevent  unfair  discrimination  against  home-based 
businesses  given  the  unequal  treatment  of  home  office  space,  new  federal  income 
tax  legislation  (i.e.,  H.R.  3407  introduced  by  Representative  Peter  Hoagland  of 
Nebraska  and  S.B.  1924  introduced  by  Senator  Orrin  Hatch  of  Utah)  should  be 
passed  to  amend  the  tax  code  and  to  reverse  the  recent  U.S.  Supreme  Court 
decision  of  the  Commissioner  v.  Soliman  in  1993. 

Employee  or  Independent  Contractor  Status 

Since  the  U.S.  Department  of  Labor  bans  on  homework  were  lifted,  home-based  workers 
who  are  not  clearly  self-employed  have  had  to  establish  their  status  as  either  independent 
contractors  or  employees.  Many  employers  prefer  to  classify  their  workers  as  independent 
contractors  to  avoid  paying  Social  Security  taxes  and  unemployment  compensation. 
These  designations  are  determined  for  the  purposes  of  state  labor  laws  and  federal  and  state 
tax  codes.  The  federal  government,  however,  can  audit  both  public  and  private  employers  to 
determine  that  their  work  force  is  employees  so  as  to  maximize  tax  revenues. 

The  U.S.  District  Court  of  Northern  Iowa  rendered  a  decision  that  no  one  factor  is 
controlling  and  the  entire  circumstances  must  be  viewed  in  determining  if  a  person  is  an 
employee.  However,  the  single  most  important  factor  is  the  degree  of  control  exercised  by 
the  worker.  This  opinion  echoes  the  issues  of  control  of  work  time  and  place  as  a 
determining  reason  for  and  factor  in  the  decision  to  engage  in  home-based  work.  Beach's 
(1989)  study  of  Maine  shoe  workers  was  seminal  in  ascertaining  the  factors  to  observe  in 
determining  the  issue  of  control.  Generally  a  worker  is  an  employee  if  the  business  can  say 
when  and  how  the  work  is  to  be  done.  For  example,  a  homeworker  who  comes  to  a  central 
point  on  Monday  morning  to  pick  up  materials  to  be  worked  on  during  the  week  and  is 
instructed  on  the  quantity  to  be  completed  and  when  the  items  must  be  returned  would 
probably  not  qualify  as  an  independent  contractor. 

Recent  economic  cycles  have  led  to  the  downsizing  of  major  corporations  (Crouter,  1994). 
As  people  lose  or  cannot  find  jobs,  they  may  turn  to  other  employment  alternatives  and,  in 
turn,  there  has  been  an  increase  in  the  incidence  of  part-time  workers,  free-lancers,  temps, 
and  independent  contractors  (Aronson,  1991).  Workers  in  these  categories  are  becoming 
known  as  the  "contingent"  work  force;  they  have  an  array  of  special  concerns,  including 
financial  instability  and  insecurity,  lack  of  health  insurance  coverage,  and  lack  of  access  to 
career  ladders  (Employee  Benefit  Research  Institute,  1994;  Lozano,  1989).  These  workers 
may  increasingly  turn  to  home-based  work  on  a  permanent  basis  out  of  necessity. 

The  Internal  Revenue  Service  estimates  that  there  are  3.4  million  Americans  working  as 
independent  contractors  who  should  be  reclassified  as  employees.  The  Small  Business 
Administration  estimates  that  5  million  independent  contractors  throughout  the  country  and 
that  about  two-thirds  may  be  forced  to  cease  their  business  operations  under  a  strict 
enforcement  of  the  tax  code  for  designating  independent  contractor  status. 

Recommendation  #3:  Given  the  importance  of  home-based  businesses  to  the 
economy  and  to  the  households  who  operate  them,  a  less  restrictive  tax  code  for 
designating  independent  contractor  status  should  be  developed  and  fairly  enforced 
so  that  employees  can  carry  on  part-time  or  supplemental  contracting  work  and 
full-time  business  owners  can  more  easily  establish  this  status. 

Local  Zoning  Ordinances 

Although  some  federal  laws  and  regulations  have  been  removed,  state,  city,  and  local 
legal  restrictions  remain  or  are  changing  slowly.   In  Chicago,  for  example,  it  is  illegal  to  do 
work  at  home  that  requires  electrically  driven  machinery  (Edwards  &  Edwards,  1994a). 
This  is  a  far  cry  from  the  support  rural  electric  cooperatives  provide  to  encourage  home- 
based  work  as  a  means  to  maintain  a  load  sufficient  to  justify  the  continued  structure  of 
electrical  service  to  remote  areas. 

These  two  extremes  reflect  both  the  failure  of  laws  to  keep  up  with  changing  times  and 
the  differences  in  the  mutual  support  that  businesses  and  family  provide  as  they  interact 
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within  the  infrastructure  of  community.  The  Chicago  law  may  have  been  spurred  by  noise 
pollution,  unsafe  work  conditions,  or  simply  power  lines  that  were  inadequate  to  deliver  the 
amount  of  electricity  needed  to  run  wood  lathes  and  spinning  jennies.  These  reasons  are 
irrelevant  in  an  age  where  electricity  is  delivered  to  residential  communities  in  massive 
amounts  to  run  air  conditioners,  color  televisions  and  home  use  carpenter's  tools  and  when 
the  electricity  used  for  home-based  work  is  more  likely  to  power  a  sewing  machine, 
computer,  or  typewriter. 

Community  needs  also  vary  more  than  are  adequately  reflected  in  legal  constraints. 
However,  it  is  clear  that  smaller  communities  lack  the  resources  to  research  and  design 
zoning  regulations  that  are  uniquely  suited  to  the  social,  geographical,  and  economic  needs 
and  assets  of  their  businesses,  citizens,  and  institutions.  Community  governance  boards 
often  look  to  laws  made  by  other  entities  to  pattern  their  own  restrictions,  usually  to  a 
community  they  seek  to  emulate,  which  may  or  may  not  contain  the  same  mix  of  needs  and 
assets. 

Many  zoning  issues  related  to  home-based  work  reflect  the  codification  of  antiquated 
concerns  of  an  industrial  or  preindustrial  era.  They  are  designed  to  protect  the  health, 
property  values,  and  safety  of  the  places  where  we  relax  from  work,  raise  our  children,  and 
enjoy  recreation.  However,  this  separation  of  work  and  family  life  is  not  an  inherent 
characteristic  of  the  work/family  dynamic. 

Recommendation  #4:  Even  though  zoning  laws  have  local  implementation,  federal 
legislation  should  be  passed  to  provide  incentives  for  local  governments  to  allow 
variances  to  existing  zoning  codes  or  to  pass  new  and  more  inclusive  zoning  laws 
such  as  the  Vermont  model  zoning  law  which  directly  protects  home-based 
occupations. 

Family  Businesses 

There  are  many  misconceptions  about  family  businesses.  Perhaps  the  most  pervasive  is 
the  "mom  and  pop"  image  that  the  very  word,  "family  business"  engenders.  Although  many 
vital  small  and  micro  businesses  are  family-owned  and  operated,  there  is  evidence  that 
family  firms  are  fast  growth  firms  and  very  large  successful  firms.  Broadly  defined,  a  family 
business  is  any  business  that  is  owned  and  managed  by  one  or  more  family  members 
(Handler,  1989;  Hollander  &  Elman,  1988). 

The  connection  between  entrepreneurship  and  family  business  may  be  widely 
unrecognized.  Casson  (1991)  defines  an  entrepreneur  as  someone  who  specializes  in  making 
judgmental  decisions  about  the  coordination  of  scarce  resources,  is  institution-free,  deals 
with  the  factor  of  risk,  and  has  influence  over  flow  of  information.  Although  the 
predominance  of  the  entrepreneurial  literature  portrays  the  entrepreneur  as  a  single 
individual,  family  business  literature  strongly  suggests  that  families  are  vital  and  supportive 
environments  for  entrepreneurial  behavior.  In  other  words,  entrepreneurship  is  the  start 
and  heart  of  most  family  businesses  and  the  phenomenon  of  an  entrepreneurial  family 
fosters,  subsidizes,  and  enhances  the  efforts  of  its  members  who  engage  in  entrepreneurship. 
In  fact,  the  family  business  is  quite  simply  the  "wider-lens"  view  of  entrepreneurship  as  the 
initial  business  efforts  of  one  or  more  family  members  grow  and  change  over  time. 

The  Economic  Value 

Through  both  my  teaching  and  research  responsibilities,  I  have  become  immersed  in  the 
family  business  literature  including  its  conceptual  and  empirical  foundations.  More  than 
90%  of  the  businesses  in  the  United  States  are  family  owned  and  controlled  (Ibrahim  &  Ellis, 
1994,  Jaffe,  1991).  Half  of  both  the  nation's  GDP  and  total  wages  paid  are  derived  from 
family  business  (Glueck  &  Meson,  1980;  Ibrahim  &  Ellis,  1994;  Ward,  1987). 

Forbes  suggests  that  there  are  at  least  2  million  family  firms  with  revenues  greater  than 
$1  million.  Dreux  (1990)  suggests  that  one  could  conservatively  estimate  that  there  are  1.7 
million  business  entities  that  are  family-owned  and  controlled  excluding  sole 
proprietorships.  More  recent  data  show  that  except  for  about  3000  companies  earning  over 
$500  million  plus  annually,  privately  held  companies  outnumber  publicly  held  companies  in 
all  other  ranges  of  gross  revenues  (Dreux,  1994  [Dun's  Market  Indicators]).  These  greater 
numbers  of  privately  held  companies  are  substantial  in  the  range  of  $5  to  $25  million  in 
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gross  sales.  In  addition,  family  businesses  can  be  publicly  held.  Family  businesses 
outnumber  publicly  traded  firms  50  to  1;  approximately  18,000  actively  trading  public  firms 
including  1719  on  the  NYSE,  859  on  the  AMEX,  4,293  on  the  NASDAQ,  and  11,000  to  12,000 
on  the  pink  sheets.  This  ratio  excludes  actively  traded,  publicly  owned  companies  that 
retain  extensive  family  ownership.  Dreux  (1990)  concludes  that  the  family  business  universe 
approaches  and  possibly  exceeds  the  entire  publicly  owned  universe  in  size  and  scope  of 
economic  activity.  He  characterizes  family  firms  as  a  "parallel  economy." 

The  Societal  Value 

The  family  firm  literature  argues  that  family  firms  are  different  from  nonfamily  firms. 
Prokesch  (1986)  has  noted  that  family  companies  are  preferred  by  consumers,  offer  greater 
opportunities  for  women,  have  a  respect  for  tradition,  and  take  care  of  their  employees.  At 
the  same  time,  family  firms  have  problems  with  joint  decision-making,  career  choices  and 
supervision  of  family  members  as  employees,  and  succession  issues  including  estate  tax 
burdens.  Davis  and  Tagiuri  (1982)  have  suggested  that  the  family  company  has  several 
unique  inherent  bivalent  attributes  derived  directly  from  the  overlap  of  family,  ownership, 
and  management  status.  These  attributes  include  such  notions  as  simultaneous  roles, 
shared  identity,  a  lifelong  common  history,  emotional  involvement  and  ambivalence,  the 
private  language  of  relatives,  mutual  awareness  and  privacy,  and  the  meaning  of  the  family 
company.  Because  of  these  bivalent  attributes,  family  firms  behave  differently  by  caring 
more  about  providing  jobs  for  people,  treating  workers  fairly,  and  socializing  family  members 
into  the  business.  Astrachan  (1988)  has  suggested  that  family  firms  are  more  socially 
conscious  and  that  family  members  may  make  great  sacrifices  and  even  sustain  long-term 
losses  to  save  the  firm  and  the  community  around  it. 

Research  on  Family  Businesses 

Although  the  importance  of  entrepreneurship  and  family  businesses  can  be  documented, 
the  study  of  entrepreneurship  as  it  matures  into  a  family  business  and  changes  over  time 
has  only  recently  emerged.  Such  study  is  critically  tied  to  the  study  of  both  the  business  and 
the  family  behind  the  business.  The  study  of  the  family  business  can  reveal  new  knowledge 
about  business  formation,  growth  and  expansion,  professionalization,  strategic  management, 
and  succession.  From  the  business  side  for  example,  we  know  very  little  about  the  family 
firms  within  minority  subpopulations,  the  differences  of  family  firms  between  the  large  scale 
versus  micro  enterprises,  the  dynamics  of  change  over  the  life  course  of  the  family  firm  and 
the  effects  of  the  estate  tax  burden  as  the  business  passes  between  generations. 
Existing  research  suggests  that  the  amount  of  revenues  garnered  from  transfer  taxes  is  not 
beneficial  overall  when  the  loss  of  companies  and  jobs  are  valued.  Moreover,  the  growth 
rates  of  family  firms,  the  problems  of  strategic  regeneration  in  the  family  firm,  and  the 
nature  of  the  strategies  used  to  grow  have  not  been  addressed. 

Study  of  the  family  behind  the  business  is  essential  in  understanding  not  the  business 
activities  but  learning  more  about  the  environments  within  which  entrepreneurs  live  and 
flourish.  Moreover,  there  are  five  major  reasons  to  study  the  interface  of  family  and 
business  functions  within  a  single  family:  (1)  family  businesses  are  perceived  as  a  major 
avenue  for  self  motivation  and  personal  initiative,  (2)  business  enterprises  are  often  seen  as 
a  viable  income  producing  option  for  people  who  have  lost  their  traditional  income  source,  (3) 
understanding  the  manner  in  which  family  businesses  fit  into  or  conflict  with  family  life 
would  assist  in  directing  changes  in  economic  structures  so  that  they  reinforce  family  and 
community  structures,  (4)  studying  managerial  strategies  in  families  who  also  operate 
businesses  will  allow  researchers  a  unique  view  of  the  manner  in  which  household 
managerial  behaviors  are  similar  or  different  from  those  behaviors  used  to  meet  business 
objectives,  and  (5)  the  study  of  the  family  and  the  business  over  time  and  succession  patterns 
can  shed  light  on  how  families  and  businesses  adapt  to  one  another  to  survive. 

The  family  business  field  of  study  is  emerging  and  would  be  greatly  enhanced  by 
increasing  the  amount  and  quality  of  applied  research.  Such  applied  research  is  impaired  by 
the  lack  of  a  well-established  national  statistical  series  and  a  high-quality  and 
comprehensive  data  source.  Neither  currently  exist  in  the  United  States  sufficient  to  study 
both  the  business  and  the  family  properly.    What  we  do  know  has  been  derived  from  extant 
databases  for  business  data  like  Dun  and  Bradstreet.  At  the  same  time,  statistical  data 
series  provided  by  the  U.S.  Small  Business  Administration  (1993)  do  not  distinguish  between 
family  and  nonfamily  businesses  .  Further,  these  data  sources  provide  little  detail  about  the 
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business  and  almost  nothing  about  the  family  behind  the  business.  Consequently,  the  field 
and  research  of  family  businesses  are  hampered.  In  particular,  the  effects  of  federal  tax 
laws  on  family  businesses  including  home  businesses  are  understudied. 

As  another  example,  an  excellent  data  source  for  households  and  families  is  the  Panel  of 
Study  of  Income  Dynamics  (PSID)  collected  by  the  Survey  Research  Center  at  the  University 
of  Michigan.  I  am  also  currently  engaged  in  a  research  project  related  to  my  Clark 
Professorship  and  am  estimating  the  first  round  of  equations  in  an  event-history  analysis 
that  examines  business  ownership  over  a  recent  five-year  period.  The  purpose  is  to 
empirically  test  whether  family  characteristics  play  a  more  important  role  than  other 
business  or  macro  environment  variables  in  the  viability  of  the  family  business  over  time. 
Although  I  am  using  the  PSID  data,  they  are  inadequate  for  studying  an  array  of  business 
features.  Microlevel  data  sources  such  as  the  PSID  do  not  currently  collect  tax  information 
particular  to  business  ownership  and  IRS  data  cannot  be  easily  linked  to  such  datasets  as 
the  PSID.  Social  Security  and  estate  taxes  are  equally  difficult  to  research  at  the  microlevel 
in  relation  to  business  ownership. 

Recommendation  #5:  Legislative  action  should  direct  the  U.S.  Small  Business 
Administration  to  distinguish  between  family  and  nonfamily  owned  businesses 
within  their  national  business  statistical  series,  and  congressional  support  should 
be  garnered  and  allocated  for  longitudinal  microlevel  data  sources  for  the 
systematic  study  of  family  businesses  over  time. 

Starting  in  the  fall  of  1995,  my  colleagues  and  I-the  group  of  31  researchers  at  21 
different  universities  located  in  17  states  and  Canada,  many  of  whom  were  involved  in 
the  earlier  home-based  business  study-propose  a  major  data  collection  occurring  during  the 
calendar-year  of  1996.  The  purpose  of  this  research  project  entitled  "Family  Businesses" 
(Cooperative  Regional  Research  Project,  NE-167R)  is  to  develop  a  clear  understanding  of  the 
structure,  communication  patterns,  financial  circumstances  including  tax  contributions, 
decision-making  processes,  and  management  strategies  in  family  businesses  as  they 
contribute  to  individual  and  group  well-being  in  both  family  and  business  settings.  We 
intend  to  draw  a  national  sample  in  sufficient  numbers  to  study  family  businesses  within 
four  minority  populations  including  African  American,  Asian  American,  Hispanics,  and 
American  Indians.  Telephone  interviews  will  be  conducted  with  both  the  main  business 
owner/manager  and  the  family's  household  manager.  Even  though  in  some  cases  these  roles 
will  be  held  by  the  same  individual,  two  telephone  interviews  will  be  conducted  per  family 
business;  one  covering  the  business  information  and  the  other  gathering  family  information 
and  activities.  A  second  type  of  data  collection  will  be  implemented  in  limited  numbers; 
face-to-face  in-depth  qualitative  interviews  with  some  members  of  the  special  subpopulations 
under  study.  It  is  expected  that  the  data  collection  will  take  about  18  months  followed  by  18 
months  of  preliminary  data  analyses. 

The  data  collection  will  be  coordinated  between  two  main  institutions,  Cornell  University 
under  my  direction  and  Iowa  State  University  under  the  direction  of  Dr.  Mary  Winter.  Both 
institutions  house  Survey  Research  Centers  to  implement  survey  work  needed  to  complete 
the  proposed  data  collection.  I  would  like  to  include  other  major  researchers  involved  in  the 
Entrepreneurship  and  Personal  Enterprise  program  here  at  Cornell.  The  other  researchers 
on  the  team  will  serve  as  subcontractors  who  will  complete  major  phases  of  the  preliminary 
data  analyses.  Although  each  researcher  on  the  team  has  small  amounts  of  local 
institutional  support  for  attending  research  meetings  and  data  analyses,  funds  for  a  major 
data  collection  as  described  must  be  sought  externally.  To  give  separate  recognition  to  the 
data  collection  effort,  a  distinct  name  of  the  Survey  of  American  Entrepreneurial 
Families  will  be  used. 

The  overall  data  collection  effort  would  result  in  a  vital  contribution  to  the  field  of 
entrepreneurship  and  family  businesses  coordinated  at  a  major  research  institution.    The 
information  collected  will  be  invaluable  in  enhancing  the  stability  and  security  of  families 
who  own  and  operate  businesses  and  in  developing  policies  and  programs  that  foster  family 
businesses  and  assist  in  their  contributions  to  community  and  economic  development. 
Thank  you  for  your  time  and  attention. 
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Chairman  Pickle.  Now  Arthur  Hall,  senior  economist,  the  Tax 
Foundation  from  Washington,  D.C. 
Mr.  Hall. 

STATEMENT  OF  ARTHUR  P.  HALL  H,  SENIOR  ECONOMIST,  TAX 
FOUNDATION,  WASHINGTON,  D.C. 

Mr.  Hall.  Thank  you,  Mr.  Chairman,  Congressman  Houghton.  I 
appreciate  the  opportunity  to  represent  the  Tax  Foundation  at  this 
important  hearing. 

The  cost  of  complying  with  the  tax  system  is  directly  related  to 
the  complexity  of  the  system.  In  terms  of  complexity,  it  is  fair  to 
say  that  in  income  tax,  the  core  of  the  U.S.  Government's  tax  sys- 
tem ranks  among  the  top  of  the  tax  systems  currently  in  operation 
around  the  world.  Ironically,  the  term  "income"  itself  accounts  for 
the  inherent  complexity.  Income,  particularly  business  and  invest- 
ment income,  is  tricky  to  define  and  has  therefore  always  added  ex- 
cess complexity  to  our  tax  system. 

I  have  discovered  complaints  about  the  complexity  of  the  Federal 
income  tax  system  that  date  back  to  1914,  the  year  immediately 
following  the  adoption  of  the  16th  amendment  to  the  Constitution 
which  authorized  the  income  tax.  Indeed,  the  1927  Report  of  the 
Joint  Committee  on  Internal  Revenue  Taxation  states  that,  "It 
must  be  recognized  that  while  a  degree  of  simplification  is  possible, 
a  simple  income  tax  for  complex  business  is  not." 

Tax  law  complexity  is  almost  wholly  related  to  tax-based  ques- 
tions; that  is,  questions  or  uncertainty  about  the  timing  of  or  defi- 
nition of  taxable  transactions.  The  inherent  complexity  of  the  in- 
come tax  results  from  the  difficulty  of  both  defining  income  and  de- 
termining when  to  recognize  income  and  expense  for  tax  purposes. 
Over  time,  the  political  process  of  give-and-take  has  made  these 
difficult  tax-based  questions  inordinately  complex. 

The  definition  of  taxable  income  has  not  only  expanded  dramati- 
cally, but  it  has  undergone  chronic  change.  With  the  Internal  Reve- 
nue Act  of  1954,  the  Federal  income  tax  laws  comprised  103  code 
sections.  Today  that  law  comprises  698  code  sections.  That  is  a 
578-percent  increase.  Almost  all  of  the  growth  relates  to  tax  base 
questions. 

Moreover,  based  on  a  sample  of  one-fifth  of  the  core  sections  of 
the  Income  Tax  Code,  the  average  Income  Tax  Code  section  has 
been  amended  once  every  4  years.  In  1994,  according  to  the  Inter- 
nal Revenue  Service  and  the  Office  of  Management  and  Budget, 
taxpayers  will  spend  5.1  billion  hours  complying  with  Federal  tax 
laws.  An  hourly  cost  of  $38.70  can  be  derived  by  averaging  the  av- 
erage labor  cost  of  both  the  IRS  and  the  accounting  firm  of  Price 
Waterhouse.  Applying  that  hourly  cost  figure  to  5.1  billion  hours 
results  in  a  total  compliance  cost  of  $197.4  billion  to  comply  with 
all  Federal  taxes. 

Historically,  about  two-thirds  of  the  compliance  burden,  or  in  this 
case,  $132.2  billion,  is  borne  by  the  business  sector.  Based  on  my 
calculations,  at  least  70  percent  of  the  total  cost  of  Federal  tax 
compliance  is  due  to  the  income  tax.  This  indicates  that  businesses 
overall  will  pay  an  estimated  $92.5  billion  in  1994  to  comply  with 
Federal  income  tax.  That  figure  is  up  from  an  estimated  $81.2  bil- 
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lion  in  1991,  the  latest  year  for  which  complete  income  tax  revenue 
data  is  available. 

The  1991  cost  of  $81.2  billion  amounted  to  74  percent  of  the  in- 
come tax  revenue  received  from  all  businesses.  That  means  that 
businesses  had  to  pay  75  cents  in  compliance  costs  for  every  dollar 
they  sent  to  the  Federal  Government.  This  ratio  offers  solid  evi- 
dence that  the  income  tax  on  business,  particularly  the  corporate 
income  tax,  is  a  grossly  inefficient  revenue  system  for  the  Federal 
Government. 

To  date,  the  Tax  Foundation  has  focused  its  detail  research  on 
the  cost  to  corporations  of  complying  with  the  Federal  income  tax. 
The  total  cost  of  compliance  differs  widely  across  companies  of  dif- 
ferent size.  Based  on  a  1992  survey  of  large  corporations  sponsored 
by  the  Tax  Foundation,  the  1994  cost  of  complying  with  the  Fed- 
eral corporate  income  tax  for  the  average  Fortune  500  company 
will  amount  to  an  estimated  $1.54  million,  or  $770  million  for  the 
entire  Fortune  500.  For  the  average  small  corporation,  which  I  de- 
fine as  those  with  $1  million  or  less  in  assets,  the  minimum  cost 
will  amount  to  an  estimated  $7,387.  But  I  want  to  stress  that  sim- 
ple averages  are  quite  misleading. 

Economies  of  scale  exist  in  tax  compliance.  What  that  means  is 
that  relative  to  asset  size,  small  corporations  bear  a  compliance 
burden  at  least  24.6  times  greater — and,  on  average,  perhaps  as 
much  as  177  times  greater — than  the  largest  U.S.  corporations, 
which  I  define  as  those  with  $10  billion  or  more  in  assets. 

What  makes  this  huge  differential  between  "small"  and  "large" 
corporations  more  amazing  from  a  public  policy  standpoint  is  that 
only  0.16  percent  of  all  U.S.  corporations  paid  about  three-quarters 
of  all  income  taxes  in  1991.  More  than  90  percent  of  all  U.S.  cor- 
porations meet  my  definition  of  small.  That  is,  they  have  $1  million 
or  less  in  assets,  and  therefore  they  bear  a  tremendously  high  rel- 
ative compliance  burden. 

In  1991,  as  a  group,  these  small  corporations  had  to  pay  a  mini- 
mum $382  in  compliance  costs  for  every  $100  they  paid  in  income 
tax.  They  bore  about  $14  billion  in  compliance  costs  for  $3.7  billion 
in  income  taxes.  Clearly  that  is  a  poor  cost-benefit  ratio  from  a 
public  policy  viewpoint. 

In  fact,  a  reasonable  cost-benefit  ratio  applies  only  to  corpora- 
tions with  $250  million  or  more  in  assets.  That  represents  the 
minute  fraction  of  corporations  that  pay  about  three-quarters  of 
corporate  income  taxes.  These  big  corporations  pay  about  $3  in 
compliance  costs  for  each  $100  of  income  tax  liability.  This  3  per- 
cent ratio  is  comparable  to  what  researchers  found  in  the  United 
Kingdom  and  in  Australia. 

In  1991,  if  a  cost  benefit  rule  had  existed  to  hold  compliance 
costs  to  3  percent  of  income  taxes  paid,  corporations  could  have 
saved  at  least  $42  billion  on  their  income  tax  compliance  cost.  Busi- 
nesses overall  could  have  saved  $78  billion. 

What  can  be  done  to  reverse  the  current  situation?  To  reduce  tax 
compliance  costs,  lawmakers  and  regulators  must  focus  on  the 
causes  of  tax  complexity.  If  the  high  cost  of  complying  with  the 
Federal  income  tax  were  a  necessary  price  to  pay  for  a  fair  and  ef- 
fective system,  perhaps  there  would  be  little  room  for  complaint, 
but  the  complexity  and  its  costs  is  unnecessary. 
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Short  of  overhauling  the  entire  Federal  tax  system,  Congress  can 
work  to  reduce  the  complexity  of  the  current  tax  system  through 
two  courses  of  action.  First,  Congress  should  strive  to  achieve  a 
much  larger  measure  of  Tax  Code  stability.  The  taxpayer  uncer- 
tainty that  results  from  frequent  tax  law  changes  is  a  key  source 
of  complexity. 

Second,  tax  writers  and  regulators  should  place  a  larger  empha- 
sis on  tax  simplicity.  There  exists  an  inherent  tradeoff  between 
completeness  and  simplicity.  In  their  steady  pursuit  of  tax  revenue 
and  so-called  tax  fairness,  tax  writers  and  regulators  have  empha- 
sized completeness  by  trying  to  shut  off  all  avenues  of  tax  avoid- 
ance without  any  regard  to  the  incremental  costs  or  unintended 
consequences  of  such  an  approach  to  governance. 

However,  such  incremental  measures  tend  to  exacerbate  the  in- 
herent complexity  of  the  income  tax.  One  way  to  reduce  Tax  Code 
complexity  and  its  attendant  cost  is  to  overhaul  the  entire  tax  sys- 
tem completely.  Reform  proposals  are  currently  on  the  table  that 
attempt  to  put  a  strategy  back  into  tax  policy,  namely,  simplicity 
and  economic  growth.  These  include:  the  business  activities  tax 
proposed  by  retiring  Senators  John  Danforth  and  David  Boren,  the 
saving-exempt  income  tax  sponsored  by  Senators  Sam  Nunn  and 
Pete  Domenici,  and  the  flat  tax  proposal  sponsored  by  Representa- 
tive Dick  Armey. 

In  general,  each  of  these  plans  seeks  to  reform  the  tax  system 
by  moving  to  cash  flow  as  the  tax  base  rather  than  accrued  income. 
A  cash  flow  tax  as  it  applies  to  business  totals  business  receipts 
and  then  subtracts  off  purchases  from  other  businesses.  On  the  in- 
dividual level,  the  approach  resembles  a  universal  IRA  or  individ- 
ual retirement  account.  It  eliminates  the  double  tax  on  saving  and 
it  eliminates  any  tax  consequences  of  reshuffling  the  composition 
of  a  savings  portfolio. 

Of  course,  misguided  political  tampering  can  ruin  the  integrity  of 
any  system.  Aside  from  the  potential  of  substantial  simplification, 
the  benefits  of  the  approach  pursued  by  the  stated  reform  plans  are 
that  they  both  satisfy  the  current  political  demand  for  tax  revenue 
and  they  promote  economic  growth.  These  plans  stop  punishing 
saving  and  investment  and  eliminate  the  biggest  part  of  tax  com- 
plexity: dealing  with  the  timing  of  income  and  expenses. 

A  business  cash  flow  type  tax  also  eliminates  or  at  least  severely 
ameliorates  any  need  for  the  complexities  associated  with  foreign 
source  income  rules,  inventory  capitalization,  amortization  of  intan- 
gibles, depletion  allowances,  and  long-term  contracting. 

Thank  you,  Mr.  Chairman. 

Chairman  Pickle.  Thank  you  for  a  very  indepth  statement.  The 
subcommittee  is  familiar  witn  your  recommendations  and  your  ad- 
vocacies in  this  field. 

[The  prepared  statement  and  attachments  follow:] 
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Testimony  of  Arthur  P.  Hall,  II 

Senior  Economist,  Tax  Foundation 

Washington,  D.C. 

Before  the  Subcommittee  on  Oversight, 

Committee  on  Ways  and  Means, 

U.S.  House  of  Representatives 

on  the  Subject  of 

the  Compliance  Costs  and  Regulatory  Burden 

Imposed  by  the  Federal  Tax  Laws 

December  9,  1994 

The  cost  of  complying  with  a  tax  system  is  directly  related  to 
the  complexity  of  the  system.   In  terms  of  complexity,  it  is  fair 
to  say  that  an  income  tax  —  the  core  of  the  U.S.  government's  tax 
system  —  ranks  among  the  top  of  the  tax  systems  currently  in  op- 
eration around  the  world.   Ironically,  the  term  "income"  itself 
accounts  for  the  inherent  complexity.   Income,  particularly  busi- 
ness and  investment  income,  is  tricky  to  define,  and  has,  there- 
fore, always  added  excess  complexity  to  our  tax  system. 

I  have  discovered  complaints  about  the  complexity  of  the  federal 
income  tax  system  that  date  back  to  1914,  the  year  immediately 
following  the  adoption  the  16th  Amendment  to  the  Constitution 
which  authorized  the  income  tax.   Indeed,  the  1927  Report  of  the 
Joint  Committee  on  Internal  Revenue  Taxation  (Vol.  1,  p.  5) 
states  that:  "It  must  be  recognized  that  while  a  degree  of  sim- 
plification is  possible,  a  simple  income  tax  for  complex  business 
is  not . " 

Growth  and  Instability  of  the  Income  Tax  Code 

Despite  decades  of  concern  over  its  undue  complexity,  the  income 
tax  was  formally  placed  at  the  core  of  the  federal  tax  system  by 
the  Internal  Revenue  Act  of  1954.   Since  then,  the  income  tax  has 
grown  from  representing  about  41  percent  of  the  entire  tax  code 
(in  terms  of  the  estimated  number  of  words)  to  representing  about 
60  percent  of  the  entire  tax  code  in  1994,  a  19  percentage  point 
increase.   The  volume  of  income  tax  regulations  has  grown  even 
more.   In  1954,  income  tax  regulations  represented  55  percent  of 
the  body  of  tax  code  regulations.   In  1994,  that  figure  has  grown 
to  83  percent,  a  28  percentage  point  increase. 

Tax  law  complexity  is  almost  wholly  related  to  tax  base  questions 
-  that  is,  questions  or  uncertainty  about  the  timing  or  defini- 
tion of  taxable  transactions.   The  inherent  complexity  of  an  in- 
come tax  results  from  the  difficulty  of  defining  income  and  de- 
termining when  to  recognize  income  and  expense  for  tax  purposes. 
Over  time,  the  political  process  of  give  and  take  has  made  these 
difficult  tax  base  questions  inordinately  complex.   The  defini- 
tion of  taxable  income  has  not  only  expanded  dramatically,  but  it 
has  undergone  chronic  change. 

Table  1  reveals  the  dramatic  growth  in  the  income  tax  code  over 
the  past  40  years.   In  1954,  the  federal  income  tax  law  comprised 
103  code  sections.   Today,  that  law  comprises  698  code  sections, 
a  578  percent  increase.   Almost  all  of  the  growth  relates  to  tax 
base  questions.   Note  that  since  1954  the  number  of  sections 
dealing  with  the  "Determination  of  Tax  Liability"  has  grown  1,000 
percent;  the  number  of  sections  dealing  with  "Capital  Gains  and 
Losses,"  most  of  which  detail  "special  rules"  for  calculating 
capital  gains  and  losses,  has  grown  1,200  percent;  the  number  of 


163 


Table   2 

Comparison   of    1954    Code   and   1986    Code    (as    of    1994) 


Subchapter   of    Ir 


Tax  Code 


Number  of  Sections 

in 

Subchapter 

Percent 

1954 

1994 
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4 

44 
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1511 

14 

35 
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2 

30 

1400 
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33 
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4 

17 
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4 

27 
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20 

567 

3 

10 

233 

7 

29 
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7 

29 

314 

5 

29 

460 

1 

17 
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78 

767 

7 

42 
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52 
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6 
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576% 
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Computation  of  Taxable  Income 
Corporate  Distributions  and  Adjc 
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Tax-Exempt  Organizations 
Corporations  Used  to  Avoid  Incon 
Banking  Institutions 
Natural  Resources 


Shareholders 


i  *  >; :-: 


Benef i 


Etc. 


Partners  and  Partnerships 
Insurance  Companies 

Regulated  Investment  Companies,  Etc. 
Tax  Based  on  Income  from  Within 

or  Without  the  United  States 
Gain/Loss  on  Disposition  of  Property 
Capital  Gains  and  Losses 

Readjustment  of  Tax  Between  Years  and  Speci 
Tax  Treatment  of  S  Corporations 
Other  la) 

Total 


(a)   Includes  all  subchapters  not  explicitly  listed  as  well  as  Chapters  2- 

Subtitle  A  of  the  Internal  Revenue  Code. 

Source:   Tax  Foundation  computations  from  Internal  Revenue  Code. 


sections  dealing  with  "Deferred  Compensation"  (e.g.,  pension 
plans)  has  grown  1,400  percent;  and  the  number  of  sections  deal- 
ing with  the  "Computation  of  Taxable  Income"  has  grown  more  than 
1,500  percent. 

Perhaps  a  more  revealing  measure  of  the  growth  in  tax  code  com- 
plexity is  the  growth  in  the  number  of  words  that  comprise  the 
income  tax  law  and  its  attendant  regulations.   Figure  1  charts 
the  growth  in  the  combined  number  of  words  that  define  the  body 
of  both  the  federal  income  tax  laws  and  their  attendant  regula- 
tions.  The  Tax  Foundation  has  determined  that  over  the  past  40 
years  the  number  of  words  detailing  the  income  tax  laws  has  grown 
369  percent.   The  words  detailing  income  tax  regulations,  which 
provide  taxpayers  with  the  "guidance"  they  need  to  calculate 
their  taxable  income,  have  grown  730  percent.   The  combined 
growth  is  647  percent. 

The  growth  in  the  volume  of  the  income  tax  laws  and  regulations 
has  resulted  piecemeal  from  the  31  major  tax  enactments  and  the 
more  than  400  other  public  laws  that  have  amended  the  Internal 
Revenue  Code  since  the  1954  Act.   Based  on  a  sample  of  one-fifth 
of  the  core  sections  of  the  income  tax  code,  these  enactments 
have  not  only  increased  the  volume  of  the  code  but  have  resulted, 
on  average,  in  the  amendment  of  each  code  section  once  every  four 
years.   As  Figure  2  illustrates,  this  instability  has  been  much 
more  pronounced  in  the  past  2  0  years  than  it  was  during  the  2  0 
years  immediately  following  the  1954  Act. 


Quantifying  the  Overhead  Cost  of  Tax  Compliance 

The  complexity  generated  by  the  growth  and  constant  change  of  the 
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Figure  1 

Growth  of  the  Income  Tax  Code  (Laws  and  Regulations) 


Source:   Tax  Foundation. 


tax  code  creates  two  general  types  of  economic  costs.   One  is  the 
overhead  cost  associated  with  the  economically  sterile  exercise 
of  tax  planning,  compliance,  and  litigation,  all  of  which  act 
like  a  tax  surcharge  on  taxpayers.   The  second  cost  results  from 
the  economic  opportunities  that  are  foregone  because  of  taxpayer 
uncertainty . 

Because  of  complexity  and  instability,  despite  substantial  cost 
to  fund  diligent  and  expert  research,  taxpayers  may  not  be  able 
to  obtain  a  reasonably  certain  conclusion  about  how  taxation  will 
affect  a  business  plan  or  investment.   In  many  businesses,  re- 
search and  development  require  longer  and  longer  lead  times.   If 
taxpayers  cannot  accurately  predict  the  tax  consequences  of  a 
particular  economic  activity,  either  because  of  vagueness,  com- 
plexity, or  instability  in  the  tax  code,  then  tax  policy  is 
handicapping  the  growth  and  dynamism  of  the  U.S.  economy. 

Veteran  tax  professionals  commonly  point  to  the  Tax  Reform  Act  of 
1969  as  the  legislation  that  infused  serious  (and  needless)  com- 
plexity into  the  income  tax  code.   But  they  say  nothing  in  that 
Act  came  anywhere  near  the  bewildering  complexities  that  came 
with  the  tax  enactments  of  the  1980s. 


The  Tax  Reform  Act  of  1986  made  a  substantial  contribution  to  the 
tax  complexities  that  currently  exist.   This  Act  began  as  a  sim- 
plification effort.   But  it  ultimately  enacted  two  of  the  most 
complex  components  of  the  current  tax  code  —  the  corporate  alter- 
native minimum  tax  (AMT)  and  uniform  inventory  capitalization. 
The  1986  Act  also  further  complicated  the  already  complicated 
rules  relating  to  the  treatment  of  foreign-source  income.   A  re- 
cent survey  by  the  Tax  Foundation  shows  near  unanimity  among  se- 
nior corporate  tax  officers  that  the  1986  Act  increased  complex- 
ity and,  therefore,  the  cost  of  compliance.   (Figure  3  indicates 
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Figure  2 

Instability  in  the  Federal  Income  Tax  Code  Based  on  Selected  Code  Items 
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the  areas  of  the  tax  code  that  these  tax  officers  consider  to  be 
the  most  complex.)   My  research  indicates  that,  for  all  busi- 
nesses, the  1986  Act  increased  the  cost  of  compliance  by  about  10 
percent.   And  I  am  confident  that  this  is  a  conservative  esti- 
mate. 

In  1994.  according  to  the  Internal  Revenue  Service  and  the  Office 
of  Management  and  Budget,  taxpayers  will  spend  5.1  billion  hours 
complying  with  federal  tax  laws.   An  hourly  cost  of  $38.70  can  be 
derived  by  averaging  the  average  labor  cost  of  both  the  IRS  and 
the  accounting  firm  of  Price-Waterhouse.   Applying  that  hourly 
cost  figure  to  5 . 1  billion  hours  results  in  a  total  compliance 
cost  of  $197.4  billion.   Historically,  about  two-thirds  of  the 
compliance  burden  (or  $132.2  billion)  is  borne  by  the  business 
sector . 

Based  on  my  calculations,  at  least  70  percent  of  the  total  cost 
of  federal  tax  compliance  is  due  to  the  income  tax,  indicating 
that  businesses  will  pay  an  estimated  $92.5  billion  in  1994  to 
comply  with  the  federal  income  tax.   That  figure  is  up  from  an 
estimated  $81.2  billion  in  1991  (70  percent  of  $116  billion),  the 
latest  year  for  which  complete  income  tax  revenue  data  is  avail- 
able.  The  1991  cost  of  $81.2  billion  amounted  to  74  percent  of 
the  income  tax  revenue  received  from  all  businesses.   This  ratio 
offers  solid  evidence  that  the  income  tax  on  business,  particu- 
larly the  corporate  income  tax,  is  a  grossly  inefficient  revenue 
system  for  the  federal  government. 


To  date,  the  Tax  Foundation  has  focused  its  detailed  research  on 
the  cost  to  corporations  of  complying  with  the  federal  income 
tax.   The  total  cost  of  compliance  differs  widely  across  compa- 
nies of  different  size.   Based  on  a  1992  survey  of  large  corpora- 
tions sponsored  by  the  Tax  Foundation,  the  1994  cost  of  complying 
with  the  federal  corporate  income  tax  for  the  average  Fortune  500 
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Figure  3 

Where  the  Tax  Code  is  Most  Complex  (percent  of  total  survey  mentions) 
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Source:  Tax  Foundation. 


firm  will  amount  to  an  estimated  $1.54  million  (or  $770  million 
for  the  entire  Fortune  500).   For  the  average  small  corporation, 
those  with  $1  million  or  less  in  assets,  the  minimum  cost  will 
amount  to  an  estimated  $7,387.   But  simple  averages  are  quite 
misleading . 

A  common  research  finding  clearly  demonstrated  in  Table  2  is  that 
economies  of  scale  exist  in  tax  compliance.   That  is,  relative  to 
asset  size,  small  corporations  bear  a  compliance  cost  burden  at 
least  24.6  times  greater  (and,  on  average,  perhaps  as  much  as  177 
times  greater)  than  the  largest  U.S.  corporations,  those  with  $10 
billion  or  more  in  assets.   What  makes  this  huge  differential 
more  amazing  from  a  public  policy  standpoint  is  that  only  0.16 
percent  (5,933,  in  1991)  of  all  U.S.  corporations  paid  about 
three-quarters  of  all  corporate  income  taxes  in  1991. 

More  than  90  percent  of  all  U.S.  corporations  have  assets  of  $1 
million  or  less  and,  therefore,  bear  tremendous  relative  compli- 
ance burdens.   In  1991,  as  a  group,  these  small  corporations  had 
to  pay  at  a  minimum  $382  in  compliance  costs  for  every  $100  they 
paid  in  income  tax.   They  bore  about  $14  billion  in  compliance 
costs  for  $3.7  billion  in  income  taxes.   (That  represents  about  4 
percent  of  corporate  income  taxes  paid  and  about  90  percent  of 
the  minimum  measure  of  the  corporate  income  tax  compliance  cost.) 


Clearly,  that  is  a  poor  cost-benefit  ratio  from  a  public  policy 
viewpoint.   In  fact,  a  reasonable  cost-benefit  ratio  applies  only 
to  corporations  with  $250  million  or  more  in  assets,  the  minute 
fraction  that  pays  three-quarters  of  the  income  taxes.   These  big 
corporations  pay  about  $3  in  compliance  costs  for  each  $100  of 
income  tax  liability.   This  3  percent  ratio  is  comparable  to  what 
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Table  2 

Estimated  Cost  of  Corporate  Income  Tax  Compliance  by  Amount  of  Company's  Asset 

Size 


Asset  Size/1 
(SThousands) 


Compliance 

Cost  as  % 

of  Assets 

0 

.74% 

0 

.40% 

0 

.40% 

0 

.40% 

0 

.14% 

0 

.10% 

0 

.09% 

0 

,08% 

0 

.08% 

0 

,04% 

0 
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.05% 

0 
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Estimated 

Compliance 

Cost 


$1,000 

$25,000 

$50,000 

$100,000 

$250,000 

$500,000 

$1,000,000 

$2,000,000 

$3,000,000 

$4,000,000 

$5,000,000 

$7,500,000 
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$7,400 
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$200,000 

$400,000 

$350,000 

$500,000 

$900,000 

$1,600,000 

$2,400,000 

$1,600,000 

$2,000,000 

$3,750,000 

$3,000,000 


1.    Excludes    financial   and   life   insurance   firms. 
Source:      Tax  Foundation. 


research  has    found   in   the  United  Kingdom  and  Australia. 

In   1991,    if   a   cost-benefit   rule  had   existed   to  hold  compliance 
costs    to    3    percent    of    income    taxes   paid,    corporations   could  have 
saved   at    least    $42    billion   on    their    income    tax   compliance   costs; 
businesses   overall    could  have   saved  about    $78   billion. 

Generally   speaking,    the    income   tax  provisions    that   generate   the 
highest    compliance   costs    fall    into   two   categories:     (1)    capital 
cost    recovery,    that    is,    the   rules    for   depreciation,    and    (2)    the 
rules   on    foreign-source    income. 

For   example,    all    else   being   equal,    the   depreciation   calculations 
required   to   comply  with   the   notorious    corporate  AMT   increases    the 
cost   of   compliance  by  at    least    17   percent.      For   the   Fortune   500, 
the    foreign-source    income   rules    alone   account    for   45.5   percent    of 
the    total    federal    income    tax   compliance   cost,    or   about    $700,000 
per   company. 

Furthermore,    the    taxation   of    foreign-source    income    fails   my   3- 
percent   cost-benefit   test    for  all   companies.      Of    the   companies 
subject    to   the   foreign-source    income   rules,    82   percent   had  under 
$250   million   in  assets.      As   a   group,    these   companies   had  a   com- 
pliance  cost-to-tax  revenue   ratio   of    110   percent.      The   large   com- 
panies   that   paid  almost   all    of    the   tax  had  a   ratio   of    9   percent. 
Indeed,    the    taxation   of    foreign-source   income  may  even  be   a   rev- 
enue   loser    to    the   government,    since    the   high   compliance   costs   are 
deductible   and   the   revenue   so   small    ($5.3   billion   in   1991).       I 
suspect    that  what    is    true   about   complying  with   foreign- 
source    income   rules    is    also    true   about    the   corporate   AMT,    but    I 
do  not   yet   have   the   data  prove   it. 


Measures    to   Reduce   the   Cost    of    Compliance 

What   can   be   done    to   reverse    the   current   situation?      To   reduce    tax 
compliance   costs,    lawmakers   and   regulators   must    focus   on    the 
causes   of    tax   complexity.       One   set   of    causes    is    economic   and   the 
other   set    is   political. 
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As  I  have  already  explained,  the  economic  causes  of  complexity 
are  inherent  in  an  income  tax  itself.   The  tax  base  questions: 
What  is  income?  and  when  is  it  income?  are  difficult  to  answer. 
The  inherent  difficulty  of  these  questions  explains  why,  for  ex- 
ample, the  rules  of  depreciation  and  the  rules  of  transfer  pric- 
ing associated  with  foreign-source  income  create  such  apparent 
tax  code  complexity. 

However,  the  political  process,  particularly  the  politics  sur- 
rounding the  past  decade  of  the  federal  government's  budget  defi- 
cits, has  made  an  inherently  complex  tax  system  worse.   To  a  vast 
degree,  the  complexity  of  the  current  tax  code  is  a  by-product  of 
the  era  of  chronic  federal  budget  deficits.   The  drive  to  balance 
the  budget  placed  a  policy  emphasis  on  increasing  government  rev- 
enue, rather  than  on  refining  and  promulgating  consistent  defini- 
tional answers  about  income.   In  this  sense,  tax  policy  has  be- 
come tactical  rather  than  strategic.   Tax  policy  has  no  unifying 
theme.   Instead,  the  budgetary  aspects  of  dealing  with  the  tax 
system  are  generally  controlling  the  policy  process. 

The  budgetary  dynamic  has  combined  with  the  issue  of  tax  fairness 
and  the  normal  course  of  lobbying  to  accelerate  the  trend  of 
"created  complexity"  and  the  artificial  expertise  that  necessar- 
ily accompanies  it.   And  this  artificial  expertise  creates  its 
own  problems  with  regard  to  tax  code  complexity. 

The  interplay  of  these  forces  works  something  like  this:   Under 
budgetary  rules,  nothing  can  be  done  unless  it  is  paid  for.   To 
date,  however,  cutting  spending  has  rarely  been  a  realistic  po- 
litical option,  so  inventive  ways  are  found  to  raise  revenue. 
Often,  such  revenue-raising  exercises  amount  to  broadening  the 
tax  base  in  some  ad  hoc  or  indirect  way  -  like  the  AMT  —  since 
raising  rates  or  removing  tax  preferences  in  a  straight-forward 
manner  would  face  clear  and  powerful  opposition. 

Naturally,  when  the  individuals  or  businesses  that  will  be  af- 
fected by  the  tax  changes  get  wind  of  the  proposals,  they  lobby 
to  change  or  alter  the  proposal,  or  to  shift  the  tax  burden  alto- 
gether.  These  activities  may  further  contort  the  tax  proposals. 

When  the  final  provisions  are  passed  into  law,  the  regulating 
agencies  must  devise  ways  to  administer  them.   When  the  regula- 
tions are  drawn  up  so  as  to  be  comprehensive  —  that  is,  when  they 
attempt  to  cover  every  contingency  while  attempting  to  assure  a 
zero  possibility  that  a  taxpayer  can  avoid  taxation  —  the  result 
is  complex  regulation  superimposed  on  complex  (or  vague)  legisla- 
tion . 

The  net  result  of  this  process  over  time,  is  that  few,  if  any,  of 
the  tax  writers  —  the  "artificial"  experts  —  understand  the  me- 
chanics of  the  entire  tax  code.   The  tax  writing  specialists  be- 
come comfortable  in  dealing  only  with  their  own  narrow  specialty. 
Tax  specialists  begin  writing  detailed  rules  with  other  tax  spe- 
cialists in  mind.   This  narrow  focus  explains  why,  on  occasion, 
there  are  complete  inconsistencies  in  the  Internal  Revenue  Code. 
No  one  person  is  capable  of  grasping  the  entire  body  of  law.   In 
this  way,  complexity  seems  to  beget  further  complexity. 

If  the  high  cost  of  complying  with  the  federal  income  tax  were  a 
necessary  price  to  pay  for  a  fair  and  effective  tax  system,  per- 
haps there  would  be  little  room  for  complaint.   But  the  complex- 
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ity,  and  its  costs,  is  unnecessary. 

Short  of  overhauling  the  entire  federal  tax  system.  Congress  can 
work  to  reduce  the  complexity  of  the  current  tax  system  (and, 
therefore,  its  high  compliance  costs)  through  two  courses  of  ac- 
tion.  First,  Congress  should  strive  to  achieve  a  much  larger 
measure  of  tax  code  stability.   The  taxpayer  uncertainty  that 
results  from  frequent  tax  law  changes  is  a  key  source  of  complex- 
ity.  Second,  tax  writers  and  regulators  should  place  a  larger 
emphasis  on  tax  simplicity.   There  exists  an  inherent  trade-off 
between  completeness  and  simplicity.   In  their  steady  pursuit  of 
tax  revenue  and  tax  "fairness,"  tax  writers  and  regulators  have 
emphasized  completeness  by  trying  to  shut  off  all  avenues  of  tax 
avoidance  without  regard  to  the  incremental  costs  or  unintended 
consequences  of  such  an  approach  to  governance. 

However,  such  incremental  measures  tend  to  exacerbate  many  of  the 
inherent  complexities  of  the  income  tax.   One  way  to  reduce  tax 
code  complexity  and  its  attendant  costs  is  to  overhaul  the  entire 
federal  tax  system  completely.   Reform  proposals  are  currently  on 
the  table  that  attempt  to  put  a  strategy  back  into  tax  policy, 
namely,  simplicity  and  economic  growth.   These  include  the  Busi- 
ness Activities  Tax  proposed  by  retiring  Senators  John  Danforth 
and  David  Boren,  the  Saving-Exempt  Income  Tax  sponsored  by  Sena- 
tors Sam  Nunn  and  Pete  Domenici,  and  the  flat  tax  proposal  spon- 
sored by  Rep.  Dick  Armey. 

In  general,  each  of  these  plans  seeks  to  reform  the  tax  system  by 
moving  to  cashflow  as  the  tax  base,  rather  than  accrued  income. 
A  cashflow  tax,  as  it  applies  to  business,  totals  business  re- 
ceipts and  then  subtracts  off  purchases  from  other  businesses. 
On  the  individual  level,  the  approach  resembles  a  universal  IRA. 
It  eliminates  the  double  tax  on  saving  and  eliminates  any  tax 
consequences  of  shuffling  the  composition  of  a  savings  portfolio. 

Conclusion 

Misguided  political  tampering  can  ruin  the  integrity  of  any  sys- 
tem.  But  aside  from  the  potential  for  substantial  simplifica- 
tion, the  benefits  of  the  approach  pursued  by  the  stated  reform 
plans  are  that  they  both  satisfy  the  current  political  demand  for 
tax  revenue  and  they  promote  economic  growth.   These  plans  stop 
punishing  saving  and  investment  and  eliminate  the  biggest  part  of 
complexity:   dealing  with  the  timing  of  income  and  expenses.   A 
business  cashflow- type  tax  also  eliminates  any  need  for  the  com- 
plexities associated  with  foreign-source  income  rules,  inventory 
capitalization,  amortization  of  intangibles,  depletion  allow- 
ances, and  long-term  contracting. 

Not  surprisingly,  the  approach  suggested  by  these  plans  is  not  a 
new  idea.   For  example,  in  1921,  a  CPA  named  Chester  Jordan  from 
the  state  of  Maine  testified  before  Congress  that  he  could  reduce 
his  staff  by  one-half  if  the  federal  government  would  replace  the 
income  tax  with  a  tax  on  cashflow  (or  "spendings,"  as  he  identi- 
fied it).   Congress  never  heeded  Jordan's  suggestion,  so  he  went 
back  to  Maine  and  built  a  thriving  accounting  business  by  merging 
with  Price-Waterhouse. 

As  this  example  suggests,  tax  code  complexity  certainly  offers 
lucrative  opportunities  for  many  people  —  in  both  the  private  and 
public  sector  —  but  it  is  highly  unproductive  in  the  larger  eco- 
nomic sense. 
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Chairman  Pickle.  Now  Mr.  Hopkins,  representing  the  Gosnell 
professor  of  economics  in  Rochester's  RIT.  Mr.  Hopkins. 

STATEMENT  OF  THOMAS  D.  HOPKINS,  PH.D.,  ARTHUR  J. 
GOSNELL  PROFESSOR  OF  ECONOMICS,  COLLEGE  OF  LIB- 
ERAL ARTS,  ROCHESTER  INSTITUTE  OF  TECHNOLOGY, 
ROCHESTER,  N.Y. 

Mr.  Hopkins.  Mr.  Chairman  and  Mr.  Houghton,  I  appreciate 
your  kind  invitation  to  be  here  today.  My  name  is  Tom  Hopkins 
and  I  am  appearing  in  my  capacity  as  Gosnell  professor  of  econom- 
ics at  the  Rochester  Institute  of  Technology. 

Our  Federal  tax  laws  impose  substantial  compliance  costs  on 
American  families  and  businesses  and  the  subcommittee  is  per- 
forming a  valuable  public  service  by  engaging  in  this  examination 
of  taxpayer  burdens.  Taxation  is  unavoidably  onerous,  simply  due 
to  the  large  size  of  the  total  revenues  required  to  finance  govern- 
ment operations.  Yet  as  the  subcommittee  is  well  aware,  the  actual 
overall  burden  that  taxation  places  on  taxpayers  far  exceeds  the 
amount  of  tax  revenues  received  by  government. 

Partly  this  arises  because  tax  compliance  consumes  large  quan- 
tities of  a  valuable  resource:  taxpayer  time.  The  General  Account- 
ing Office  has  stated  that  some  5  million  businesses  and  100  mil- 
lion citizens  each  year  provide  reports  to  the  Internal  Revenue 
Service  and  that  the  effort  needed  annually  to  meet  these  and 
other  Federal  governmental  paperwork  requirements  amounts  to 
6.6  billion  hours  of  taxpayer  time,  a  resource  diverted  by  govern- 
ment away  from  more  productive  uses. 

To  place  this  burden  in  perspective,  it  may  be  helpful  to  relate 
such  paperwork  to  other  regulatory  burdens  that  the  Federal  Gov- 
ernment imposes  on  the  private  sector.  By  my  reckoning,  over  $500 
billion  annually  is  spent  by  those  regulated  to  comply  with  all  Fed- 
eral mandates. 

My  written  statement  contains  graphs  showing  the  components 
of  this  hidden  burden  of  government,  which  includes  the  value  of 
time  devoted  to  paperwork.  Each  American  household  in  1994 
would  be  billed  nearly  $6,000  annually  in  addition  to  taxes  if  all 
Federal  regulatory  compliance  costs  were  shared  equally  and  col- 
lected directly. 

Expressed  differently,  total  Federal  receipts  this  year  will  be 
about  twice  the  total  compliance  cost  of  regulation.  The  2  to  1  ratio 
between  government  tax  receipts  and  regulatory  costs  suggests  to 
me  that  this  subcommittee  should  be  commended  for  attracting  se- 
rious attention  to  an  area  that  tends  to  be  overlooked  in  the  debate 
about  fiscal  responsibility.  The  burden  of  government  on  the  pri- 
vate sector  is  just  as  real,  whether  it  takes  the  form  of  taxes  paid 
or  time  spent. 

While  cost  size  alone  is  by  no  means  an  indicator  of  the  reason- 
ableness of  a  regulation,  it  can  serve  to  identify  areas  where  close 
scrutiny  could  have  a  substantial  payoff.  Tax  compliance  burdens 
warrant  particular  attention  because  of  their  dominating  role 
among  all  regulatory  burdens. 

As  explained  in  my  written  statement,  I  estimate  that  tax  com- 
pliance probably  entailed  the  burden  of  some  $125  billion  in  1992 
over  and  above  actual  taxes  paid.  Compliance  with  tax  laws  and 


171 

regulations  is,  in  fact,  more  costly  than  my  figures  indicate  because 
cumbersome  reporting  requirements  prompt  substantial  noncompli- 
ance which,  while  holding  down  reportable  burden  hours,  produces 
revenue  losses  as  well  as  undermining  the  integrity  of  the  tax  sys- 
tem. 

My  estimates  are  conservative,  which  makes  their  large  size  all 
the  more  troublesome.  The  Tax  Foundation  put  the  1993  cost  of  tax 
compliance  at  $123  billion  for  businesses  and  another  $60  billion 
for  individuals  for  a  total  of  $183  billion.  Slemrod  and  Blumenthal 
conclude  that  tax  compliance  costs  amount  to  roughly  5  to  7  per- 
cent of  tax  revenues  for  individual  income  taxation.  By  contrast, 
collecting  revenue  from  large  enterprises  is  relatively  efficient  in 
that  larger  businesses  experience  a  smaller  relative  burden.  How- 
ever, this  burden  climbs  dramatically  for  smaller  businesses.  In- 
deed, the  Tax  Foundation  reports  that  smaller  businesses  can  face 
as  much  as  $390  in  compliance  costs  for  every  $100  actual  tax  pay- 
ments. 

It  is  clear  that  much  of  our  tax  compliance  burden  stems  from 
the  complexity  of  our  Tax  Code,  but  it  is  less  clear  how  that  com- 
plexity reasonably  can  be  lessened.  At  one  extreme,  of  course,  we 
could  start  over,  replacing  our  current  income  tax  system  with  one 
that  would  meet  revenue  targets  more  simply  while  achieving  a 
better  balance  of  equity  and  efficiency. 

Short  of  such  dramatic  reform,  it  should  be  possible  to  make  sub- 
stantial headway  with  incremental  changes  that  are  responsive  to 
taxpayer  concerns.  Survey  results  exist  that  identify  many  such 
concerns  and  business  witnesses  today  offered  useful  specifics.  Re- 
grettably, previous  tax  reforms  have  left  much  to  be  desired  as  to 
simplicity. 

For  example,  there  has  been  an  upward  drift  in  the  compliance 
cost  of  individual  income  taxation  and  there  is  no  evidence  that  the 
Tax  Reform  Act  of  1986  stemmed  the  tide  of  this  growth  in  compli- 
ance costs.  The  average  taxpayer  was  devoting  25  percent  more 
time  to  tax  matters  at  the  end  of  the  decade  of  the  eighties  than 
at  the  beginning. 

To  the  extent  that  taxpayer-identified  concerns  can  be  addressed 
administratively  without  new  legislation,  the  Office  of  Management 
and  Budget  should  encourage  the  Treasury  Department  to  acceler- 
ate consideration  of  changes,  making  use  both  of  the  Paperwork 
Reduction  Act  mechanism  and  Executive  Order  12866.  I  note  in 
particular  that  section  5  of  this  Executive  order  directs  each  Fed- 
eral agency,  including  the  Treasury  Department,  to  formulate  a 
program  for  review  of  existing  regulations  to  determine  whether 
modification  or  elimination  would,  among  other  things,  make  them 
less  burdensome.  I  understand  that  some  headway  has  been  made 
recently  in  areas  of  unemployment  tax  reporting  and  depreciation 
schedules,  but  certainly  more  is  needed. 

To  the  extent,  on  the  other  hand,  that  such  changes  cannot  be 
made  without  new  legislation,  the  Congress  and  the  executive 
branch  should  assign  high  priority  to  developing  responsive  legisla- 
tive initiatives.  In  my  view,  both  accountability  and  balance  are  at 
issue  here,  and  much  more  than  tax  compliance  is  involved. 

For  too  long,  government  programs  have  been  implemented  and 
monitored    with    only   partial    cost   accounting.   The   public   learns 
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much  about  fiscal  costs  but  little  about  the  hidden  costs  that  ex- 
tend beyond  payments  to  the  Internal  Revenue  Service.  The  Paper- 
work Reduction  Act  made  a  contribution  on  this  front  by  increasing 
the  visibility  of  paperwork  burdens  government  wide,  but  it  should 
be  strengthened. 

Explicit  goals  for  paperwork  reduction  once  were  part  of  this  act 
and  they  should  be  considered  again  along  with  more  effective  en- 
forcement. More  importantly,  agencies,  including  the  Treasury  De- 
partment, should  be  directed  to  report  annually  on  compliance 
costs  construed  more  broadly  than  hours  of  taxpayer  time  alone. 
We  may  not  be  equipped  yet  to  develop  a  full  regulatory  compliance 
budget  analogous  to  the  fiscal  budget,  but  a  move  in  this  direction 
would  facilitate  better  balanced  public  policy  outcomes. 

Simplicity  in  tax  compliance  may  not  always  be  achievable  while 
maintaining  reasonable  fairness  in  our  tax  structure  and  accept- 
able levels  of  taxpayer  cooperation.  However,  I  think  that  complex- 
ity should  not  be  tolerated  without  a  clear  showing  of  all  its  costs, 
together  with  a  persuasive  explanation  of  why  a  less  cumbersome 
alternative  is  not  being  implemented. 

To  recap  my  main  points,  tax  compliance  costs  should  be  consid- 
ered in  the  context  of  overall  regulatory  burden  which  now  exceeds 
$500  billion  annually.  Tax  compliance  costs  equal  at  least  $125  bil- 
lion annually  and  probably  considerably  more.  Such  burdens  fall 
disproportionately  on  small  businesses. 

Cumbersome  reporting  requirements  both  add  compliance  costs 
and  actually  deter  compliance.  Compliance  reforms  should  be  re- 
sponsive to  complaints  that  surface  in  taxpayer  surveys.  Executive 
Order  12866  could  be  used  to  accelerate  administrative  reforms 
that  require  no  new  legislation. 

Reauthorization  of  a  stronger  Paperwork  Reduction  Act  and  con- 
sideration of  requirements  for  a  fuller  accounting  of  all  compliance 
burdens,  a  necessary  precursor  for  a  regulatory  budget,  appear  to 
me  to  hold  merit. 

Thank  you  for  this  opportunity  to  appear  before  the  subcommit- 
tee. 

Chairman  Pickle.  Thank  you,  Mr.  Hopkins.  We  appreciate  your 
testimony. 

[The  prepared  statement  and  attachments  follow:] 
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Thomas  D.  Hopkins 

Rochester  Institute  of  Technology 

Rochester,  New  York 

Before  the 

Subcommittee  on  Oversight 

Committee  on  Ways  and  Means 

U.S.  House  of  Representatives 

on 
Friday,  December  9, 1994 


Mr.  Chairman  and  Members  of  the  Committee.   I  appreciate  your  kind 
invitation  to  present  my  views  here  today  on  tax  compliance  costs  and 
regulatory  burdens.  My  name  is  Thomas  D.  Hopkins,  and  I  am  appearing  in 
my  capacity  as  the  Arthur  J.  Gosnell  Professor  in  Economics  at  the  Rochester 
Institute  of  Technology.   My  statement  draws  on  my  research  in  the  area  of 
aggregate  regulatory  compliance  costs.  My  perspective  is  that  of  an  academic 
economist,  but  it  also  reflects  my  experience  in  the  federal  government, 
including  a  term  from  1981  to  1984  as  Deputy  Administrator  of  the  Office  of 
Management  and  Budget's  Office  of  Information  and  Regulatory  Affairs.   I 
received  a  Ph.D.  in  economics  from  Yale  University. 

Our  federal  tax  laws  impose  substantial  compliance  costs  on  American 
families  and  businesses,  and  the  Committee  is  performing  a  valuable  public 
service  by  engaging  in  this  examination  of  taxpayer  burdens.   Taxation  is 
unavoidably  onerous  simply  due  to  the  large  size  of  the  total  revenues 
required  to  finance  government  operations.    Yet  as  the  Committee  is  well 
aware,  the  actual  overall  burden  that  taxation  places  on  taxpayers  far  exceeds 
the  amount  of  tax  revenues  received  by  government.   Partly  this  arises 
because  tax  compliance  consumes  large  quantities  of  a  quite  valuable 
resource— taxpayer  time.   My  statement  focuses  on  this  dimension  of 
compliance  burden,  showing  it  to  be  large  both  absolutely  and  relative  to 
other  types  of  government  regulation.   I  do  not  address  another  important 
source  of  compliance  burden  that  economists  long  have  emphasized—the 
distorted  price  signals  and  incentives  embedded  in  the  tax  code,  which  induce 
inefficient  changes  in  economic  behavior  that  often  are  termed  the  excess 
burden  of  taxation. 

The  General  Accounting  Office  reported  in  1993  that  some  5  million 
businesses  and  100  million  citizens  each  year  provide  reports  to  the  Internal 
Revenue  Service,  and  that  the  effort  needed  to  meet  these  and  other  federal 
governmental  paperwork  requirements  amounted  in  1992  to  6.6  billion  hours 
of  taxpayer  time— the  equivalent  of  over  three  million  full-time  jobs.1   Indeed, 
if  the  government  felt  compelled  to  compensate  people  for  this  mandated 
time  commitment,  the  federal  deficit  would  be  some  $145  billion  larger  each 
year,  were  time  valued  at,  say,  $22  per  hour  on  average.  While  of  course  no 
such  compensation  exists,  the  fact  remains  that  these  6.6  billion  hours  are  a 
valuable  resource  diverted  by  government  away  from  more  productive  uses. 

To  place  this  burden  in  perspective,  and  to  gauge  the  amount  of  policy 
attention  it  should  receive,  I  think  it  may  be  helpful  to  relate  such  paperwork 
to  other  regulatory  burdens  that  the  federal  government  imposes  on  the 
private  sector.    By  my  reckoning,  over  $500  billion  annually  is  spent  by  those 


1   U.S.  General  Accounting  Office,  "Paperwork  Reduction,"  GAO/PEMD-94-3, 
Dec.  1993,  p.  2. 
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regulated  to  comply  with  all  federal  mandates.2  That  is  over  and  above  any 
costs  paid  by  the  federal  government  itself.  The  accompanying  charts  and 
tables  highlight  the  costs,  grouping  all  regulation  into  three  broad  categories. 
One  is  environmental  and  risk  reduction,  often  also  termed  social  regulation; 
these  are  controls  on  environmental  hazards  and  on  other  risks  that  people 
face  in  daily  life.   The  second  is  price  and  entry  controls,  commonly  referred 
to  as  economic  regulation;  these  are  constraints  on  product  prices  and 
availability.   The  third  is  the  paperwork  of  process  regulation,  which  is 
dominated  by  tax  compliance. 

Each  American  household  in  1994  would  be  billed  nearly  $6,000 
annually  in  addition  to  taxes,  if  all  federal  regulatory  compliance  costs  were 
shared  equally  and  collected  directly  (see  Chart  3).  Expressed  differently,  total 
federal  receipts  this  year  will  be  about  twice  the  total  compliance  cost  of 
regulation.   The  two-to-one  ratio  between  government  tax  receipts  and 
regulatory  costs  suggests  to  me  that  this  Committee  should  be  commended 
for  attracting  serious  attention  to  an  area  that  tends  to  be  overlooked  in  the 
debate  about  fiscal  responsibility.   The  burden  of  government  on  the  private 
sector  is  just  as  real  whether  it  takes  the  form  of  taxes  paid  or  time  spent. 
Moreover,  I  should  note  that  my  numbers  understate  regulatory  costs,  partly 
because  I  have  no  figures  on  the  adverse  effects  that  regulation  has  on 
innovation  and  investment. 

While  my  estimates  provide  only  crude  indicators  of  patterns,  due  to 
data  limitations,  a  ten-year  period  of  gradually  declining  regulatory  costs, 
itself  attributable  to  deregulatory  efforts  of  the  Carter  and  Reagan 
Administrations,  appears  to  have  ended  about  1988.    Since  then,  we  have  had 
a  sharp  increase  in  regulatory  actions  government-wide.    Environmental  and 
other  social  regulatory  costs  began  rising  more  rapidly,  further  progress  in 
economic  deregulation  stalled,  and  paperwork  burdens  continued  unabated. 
Tax-related  paperwork  and  pollution  control  now  are  responsible  for  by  far 
the  largest  portion  of  regulatory  burden.  While  cost  size  alone  is  by  no  means 
an  indicator  of  the  reasonableness  of  a  regulation,  it  can  serve  to  identify  areas 
where  close  scrutiny  could  have  a  substantial  payoff.  Since  regulatory  costs 
have  come  to  equal  half  the  size  of  total  federal  receipts,  the  need  is  genuine 
to  uncover  sensible  ways  to  constrain  this  burden. 

Tax  compliance  burdens,  the  focus  of  this  hearing,  warrant  particular 
attention  because  of  their  dominating  role  among  all  regulatory  burdens.   The 
GAO  report  that  I  cited  earlier  found  tax  paperwork  in  1992  represented  5,744 
million  hours  out  of  the  government-wide  total  of  6,597  million  hours,  or 
some  87  per  cent  of  all  mandated  paperwork.3  Both  the  GAO  and  I  rely  upon 
paperwork  burden  reports  (Information  Collection  Budgets)  from  the  Office 
of  Management  and  Budget,  provided  annually  as  required  by  the  Paperwork 
Reduction  Act.    Revisions  to  the  paperwork  calculation  method  have  been 
made  frequently  over  the  past  decade  and  tracking  actual  total  burden  changes 
is  not  easy.   Most  significantly,  the  Treasury  Department  revised  its  burden 
estimation  method  starting  in  1988,  which  changed  that  year's  tax  burden 
estimate  by  a  factor  of  five  (and  complicated  efforts  to  obtain  comparable 
results  over  time).   This  did  not  represent  an  increase  in  burden,  but  instead  a 
more  accurate  assessment  of  existing  burdens  that  previously  had  been  put  at 
unrealistically  low  levels.    Accordingly,  my  estimates  incorporate  the 
assumption  that  burden  levels  in  prior  years  needed  to  be  marked  up  for 
comparability.  For  subsequent  years  (my  projections),  I  used  the  perhaps 
overly  optimistic  assumption  that  Treasury  burden  hours  would  remain 
constant  at  1992  levels,  in  that  increases  (from  added  complexity  and  number 


2  A  fuller  statement  of  my  estimates  appears  in  "Federal  Regulatory  Burdens: 
An  Overview,"  an  RIT  Public  Policy  Working  Paper,  Rochester  Institute  of 
Technology,  Rochester,  New  York,  1993,  which  updates  data  in  "The  Costs  of 
Federal  Regulation,"  Journal  of  Regulation  and  Social  Costs,  Vol.  2,  No.  1, 
March  1992,  pp.  5-31.  All  of  my  estimates  are  stated  in  1991  dollars. 

3  GAO,  op.cit.,  p.  10. 
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of  forms  filed)  and  decreases  (from  simplification  and  reforms)  would 
roughly  balance. 

It  is  not  obvious  how  to  value  the  paperwork  time  commitment.    The 
Defense  Department  allegedly  "pays  $40  for  every  hour  its  suppliers  spend  on 
procurement  paperwork,"4  but  a  lower  figure  probably  should  be  used  for  the 
more  ubiquitous  forms  that  face  most  citizens.    Slemrod  and  Sorum 
examined  the  burden  of  complying  with  personal  income  taxes  in  1982  and 
concluded  that  the  average  societal  cost  that  year  was  just  over  $10  for  each 
hour  of  taxpayer  time  required.5  This  does  not  take  into  account  business  tax 
compliance  costs  nor  the  considerably  higher  rates  paid  by  taxpayers  who  turn 
to  professional  tax  preparers.   It  does  not  seem  unreasonable  to  assume  that 
an  average  rate  of  $22  per  hour  is  appropriate  when  the  entire  array  of  tax 
paperwork  is  under  consideration. 

The  net  result  is  my  estimate  that  tax  compliance  probably  entailed  a 
burden  of  some  $125  billion  annually  in  1992,  over  and  above  actual  taxes 
paid,  or  63  percent  of  my  process  regulation  category.6 

Compliance  with  tax  laws  and  regulations  is  in  fact  more  costly  than 
my  figures  indicate  because  cumbersome  reporting  requirements  prompt 
substantial  non-compliance,  which  while  holding  down  reportable  burden 
hours  produces  revenue  losses  as  well  as  undermining  the  integrity  of  the  tax 
system.   For  example,  apparently  only  25  percent  of  the  two  million 
household  employers  of  domestic  workers  filed  the  required  tax  forms  in 
1991,  due  largely  to  the  complexity  of  the  process:  "...a  942  form  for  federal 
taxes  quarterly,  and  940,  W-5  and  W-3  forms  annually... [plus  quarterly]  state 
unemployment  tax  forms  and  every  year  a  form  W-2."7  This  kind  of  problem 
belatedly  has  received  some  attention,  starting  with  a  May  1992  proposal  from 
the  Internal  Revenue  Service  that  would  end  the  need  "...to  file  separate 
employment  tax  forms  for  each  employee  to  the  IRS,  the  Social  Security 
Administration,  and  state  and  local  tax  agencies."8  Of  course  whether  such 
reforms  significantly  lessen  total  burden  hours  will  depend  in  part  on  the 
extent  to  which  the  1.5  million  non-filing  households  decide  to  begin 
complying  with  tax  regulations. 

My  estimates  are  conservative,  which  makes  their  large  size  all  the 
more  troublesome.    James  Payne  in  1992  reviewed  an  IRS-commissioned 
study  by  Arthur  D.  Little  and  concluded  that  burden  hours  were  being 
underestimated  and  that  these  hours  should  be  valued  at  a  higher  hourly  rate 
than  I  used.9    His  cost  estimates  are  roughly  double  mine. 

As  another  more  recent  example,  the  Tax  Foundation  put  the  1993  cost 
of  tax  compliance  at  $123  billion  for  businesses  and  $60  billion  for  individuals, 
for  a  total  of  $183  billion.   Slemrod  and  Blumenthal  conclude  that  tax 
compliance  costs  amount  to  roughly  five  to  seven  percent  of  tax  revenues  for 
individual  income  taxation;  by  contrast,  "collecting  revenue  from  large 


4  David  S.  Reed,  "Cut  the  Budget  for  Paperwork  Airplanes,"  unpublished 
paper,  Jan.  1990,  p.  1 

5  Joel  Slemrod  and  Nikki  Sorum,  "The  Compliance  Cost  of  the  U.S. 
Individual  Income  Tax  System,"  National  Tax  Journal,  Vol.  37,  No.  4,  1984,  p. 
467.  This  represents  the  after  tax  hourly  compensation  rate  of  taxpayers, 
weighted  by  the  amount  of  time  required  for  various  income  levels;  the 
authors  calculated  that  the  average  taxpayer  required  21.7  hours  valued  at 
$231  to  complete  federal  and  state  individual  income  tax  returns. 

6  My  study,  cited  in  footnote  2  above,  concludes  that  tax  compliance 
represents  85  per  cent  of  all  OMB-tracked  paperwork,  which  itself  is  75  per 
cent  of  my  process  regulation  category,  the  remainder  being  paperwork 
associated  with  health  care  and  federal  mandates  on  state-local  government. 

7  Lucdnda  Harper,  "Many  Hout  the  Law  on  Reporting  Taxes  for  Domestic 
Help,"  The  Wall  Street  Journal,  April  15,  1992,  p.  1 

8  "IRS  Announces  Plan  to  Help  Businesses  Deal  with  Tax  Code,"  The  Wall 
Street  journal,  May  13,  1992,  p.  B5 

9  James  L.  Payne,  'Unhappy  Returns,"  Polio/  Review,  Winter  1992,  p.  19 
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enterprises  is  relatively  efficient"  in  that  large  businesses  experience  a  smaller 
relative  burden.10   However  this  burden  climbs  dramatically  for  smaller 
businesses.   Indeed,  the  Tax  Foundation  reports  that  smaller  businesses  face 
$390  in  compliance  costs  for  every  $100  actual  tax  payments.11   Slemrod  and 
Blumenthal's  work  confirms  that  "as  companies  get  larger,  their  total  cost  of 
tax  compliance  increases,  but  it  increases  at  a  rate  less  than  proportional  to  the 
increase  in  company  size."12 

It  is  clear  that  much  of  our  tax  compliance  burden  stems  from  the 
complexity  of  our  tax  code,  but  it  is  less  dear  how  that  complexity  reasonably 
can  be  lessened.  At  one  extreme,  of  course,  we  could  start  over,  replacing  our 
current  income  tax  system  with  one  that  would  meet  revenue  targets  more 
simply,  while  achieving  a  better  balance  of  equity  and  efficiency.   Short  of 
such  dramatic  reform,  it  should  be  possible  to  make  substantial  headway  with 
incremental  changes  that  are  responsive  to  taxpayer  concerns.   Survey  results 
exist  that  identify  many  such  taxpayer  concerns,  one  good  example  being  the 
1993  Slemrod-Blumenthal  paper  referred  to  above.   Regretably,  previous  tax 
reforms  have  left  much  to  be  desired  as  to  simplicity.   For  example,  "there  has 
been  an  upward  drift  in  the  compliance  cost  of  individual  income 
taxation... [and]  there  is  no  evidence  that  the  Tax  Reform  Act  of  1986  stemmed 
the  tide  of  this  growth  in  compliance  costs."13  The  average  taxpayer  was 
devoting  25  per  cent  more  time  to  tax  matters  at  the  end  of  the  decade  of  the 
1980s  than  at  the  beginning.14 

To  the  extent  that  taxpayer-identified  concerns  can  be  addressed 
administratively  without  new  legislation,  the  Office  of  Management  and 
Budget  should  encourage  the  Treasury  Department  to  accelerate 
consideration  of  changes,  making  use  both  of  the  Paperwork  Reduction  Act 
mechanism  and  of  Executive  Order  12866.   I  note,  in  particular,  that  Section  5 
of  E.O  12866  directs  each  federal  agency,  including  the  Treasury  Department, 
to  formulate  a  program  for  review  of  existing  regulations  to  determine 
whether  modification  or  elimination  would,  among  other  things,  make  them 
less  burdensome.   I  understand  that  some  headway  has  been  made  recently  in 
areas  of  unemployment  tax  reporting  and  depreciation  schedules,  but  more  is 
needed. 

To  the  extent  that  such  changes  cannot  be  made  without  new 
legislation,  the  Congress  and  the  Executive  branch  should  assign  high  priority 
to  developing  responsive  legislative  initiatives.    In  my  view  both 
accountability  and  balance  are  at  issue  here,  and  much  more  than  tax 
compliance  is  involved.    For  too  long  government  programs  have  been 
implemented  and  monitored  with  only  partial  cost  accounting.    The  public 
learns  much  about  fiscal  costs,  but  little  about  the  hidden  costs  that  extend 
beyond  payments  to  the  Internal  Revenue  Service.    The  Paperwork 
Reduction  Act  has  made  a  contribution  on  this  front  by  increasing  the 
visibility  of  paperwork  burdens  government-wide,  but  it  should  be 
strengthened.   Explicit  goals  for  paperwork  reduction  once  were  part  of  this 
Act,  and  they  should  be  considered  again,  along  with  more  effective 
enforcement.15 


10   Joel  Slemrod  and  Marcia  Blumenthal,  "The  Income  Tax  Compliance  Cost 
of  Big  Business,"  Tax  Foundation,  November  1993,  Washington,  DC,  p.  14. 
H    Robert  D.  Hershey,  Jr.,  "Obeying  the  Tax  Laws:  Small  Business'  Burden," 
The  New  York  Times,  January  30,  1994. 

12  Slemrod  and  Blumenthal,  op.cit.,  Executive  Summary. 

13  Marcia  Blumenthal  and  Joel  B.  Slemrod,  "The  Compliance  Cost  of  the  U.S. 
Individual  Income  Tax  System:  A  Second  Look  after  Tax  Reform,"  National 
Tax  Journal,  Vol.  45,  June  1992,  p.  200. 

14  Op.cit.,  pp.  188-189.  In  1989,  the  average  taxpayer  spent  27.4  hours  annually 
(in  addition  to  $66  on  professional  assistance),  and  20  per  cent  were  spending 
over  40  hours.  The  earlier  figure  was  21.7  hours  (see  footnote  5). 

15  See,  for  example,  recommendations  contained  in  "Toward  Smarter 
Regulation,"  The  Business  Roundtable,  Washington,  DC,  1994,  pp.  34-39. 
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Year 

Paperwork 

Price  and      ^*nmraentol 

Entry  Controls    £°7*ZT 
Reduction  . 

Jolal 

-Regulatory 

Costs 

1977 

122 

348                      71 

540 

1978 

122 

335                     77 

534 

1979 

123 

322                      84 

528 

1980 

127 

308                      88 

523 

1981 

130 

295                      89 

514 

1982 

128 

282                      89 

499 

1983 

128 

269                      92 

490 

1984 

132 

256                     96 

483 

1985 

134 

242                     100 

476 

1986 

134 

229                     105 

469 

1987 

156 

216                    112 

483 

1988 

153 

203                     117 

473 

1989 

159 

203                     125 

487 

1990 

174 

203                     135 

511 

1991 

189 

203                     151 

542 

1992 

197 

203                     164 

564 

1993 

200 

203                     178 

581 

1994 

202 

203                     183 

588 

1995 

205 

203                     199 

607 

1996 

208 

203                     207 

617 

1997 

211 

203                     214 

628 

1998 

214 

203                     223 

640 

1999 
2000 

217 

203                     231 

650 

221 

203                     238 

662 

Table  1.  Annualized  Regulatory  Costs  in  Billions  of  1991  Dollars 


^UoawJwlds 

Rt'Ctiots  ixrr 

ill 

iltfmi2«8n!3l§ 

1977 

74.982 

10.179 

7,205 

17.384 

1978 

76.914 

10,420 

6.947 

17.367 

1979 

78,845 

10,872 

6,697 

17.569 

1980 

80.776 

10.685 

6,471 

17.156 

1981 

81.979 

11.050 

6.273 

17.323 

1982 

83.181 

10.480 

6.000 

16.480 

1983 

84,384 

9.628 

5.801 

15.429 

1984 

85.586 

10.166 

5.643 

15.809 

1985 

86.789 

10.716 

5.482 

16.197 

1986 

88.458 

10,754 

5.302 

16,056 

1987 

89.479 

11.519 

5.403 

16.922 

1988 

91.066 

11,658 

5.197 

16.855 

1989 

92.830 

11,971 

5,251 

17.223 

1990 

94,227 

11,789 

5,424 

17.213 

1991 

95.443 

11.046 

5.683 

16.729 

1992 

96.659 

11,107 

5,831 

16.938 

1993 

97.876 

11.881 

5.934 

17.816 

1994 

99.092 

12,646 

5.935 

18.581 

1995 

100.308 

13,223 

6.049 

19.273 

1996 

101.433 

13,821 

6.083 

19.904 

Table  2.  Federal  Receipts  and  Regulatory  Costs  per  Household  in  1991  Dollars 
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More  importantly,  agencies  including  the  Treasury  Department  should 
be  directed  to  report  annually  on  compliance  costs  construed  more  broadly 
than  hours  of  taxpayer  time  alone.  We  may  not  be  equipped  yet  to  develop  a 
full  regulatory  compliance  budget  analogous  to  the  fiscal  budget,  but  a  move 
in  this  direction  would  facilitate  better  balanced  public  policy  outcomes. 
Simplicity  in  tax  compliance  may  not  always  be  achievable  while  maintaining 
reasonable  fairness  in  our  tax  structure  and  acceptable  levels  of  taxpayer 
cooperation.   However,  I  think  that  complexity  should  not  be  tolerated 
without  a  clear  showing  of  all  its  costs,  together  with  a  persuasive  explanation 
of  why  a  less  cumbersome  alternative  is  not  being  implemented. 

Thank  you  for  this  opportunity  to  appear  before  the  Committee,  and  I 
would  be  pleased  to  respond  to  your  questions. 


Annual  Cost  to  Business/Consumers/S-L  Government  in 
Billions  of  1991  Dollars 


1986 


1989 


1992 


Chart  1.  Regulatory  Compliance:  Hidden  Cost  of  Federal  Government 
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Chairman  Pickle.  Now  I  am  going  to  yield  to  Mr.  Houghton  for 
questions  he  might  have  for  this  panel. 

Before  you  start,  Mr.  Houghton,  I  will  say  to  you  that  I  appre- 
ciate your  leadership  in  requesting  this  hearing.  We  ought  to  have 
more  of  these  kind  of  field  hearings.  I  have  been  delighted  to  be 
here  this  morning.  I  think  we  received  a  lot  of  very  valuable  infor- 
mation and  suggestions.  It  registers  a  degree  of  dissatisfaction 
among  the  business  community  primarily,  and  that  is  to  be  ex- 
pected, but  we  need  to  go  out  and  talk  to  the  people  more,  and  the 
fact  that  you  had  insisted  we  do  it  and  asked  the  GAO  to  make  a 
survey  to  look  into  this  question  further  I  think  is  sort  of  a  signal 
bell  that  we  ought  to  keep  following. 

So  I  appreciate  the  chance  to  be  with  you  today  and  I  will  now 
yield  to  you  for  any  questions  you  might  have  for  the  panel. 

Mr.  Houghton.  Well,  Mr.  Chairman,  I  thank  you  very  much.  I 
do  have  some  questions  but  the  hour  is  getting  late  and  we  have 
a  plane  to  catch.  I  have  to  go  someplace  and  you  have  been  very 
tolerant  by  being  here.  You  know,  I  have  some  questions  on  family 
business.  I  have  some  questions  on  the  cash  versus  accrual  ac- 
counting. I  have  some  other  questions  of  you,  Mr.  Faber,  Mr.  Hop- 
kins. What  I  might  like  to  do  is  to  just  drop  you  a  line  and  ask 
you  those  questions. 

But  really  in  conclusion,  I  want  to  thank  this  man  here.  He  has 
been  the  driving  force  on  this  whole  concept  of  oversight.  It  is  the 
most  important  subcommittee  in  the  Ways  and  Means  Committee, 
and  maybe  the  most  important  subcommittee  in  all  of  Congress.  It 
doesn't  try  to  rifle  shot  vogue  issues  that  come  up.  It  is  really  tak- 
ing a  look  at  those  things  which  are  important  to  the  well-being, 
taxation  or  not,  of  the  people  of  this  country.  Nobody  is  indispen- 
sable, irreplaceable,  but  if  there  is  any  one  person  who  comes  pret- 
ty close  to  it,  it  is  this  man  over  here. 

Would  you  mind  joining  me  in  a  hand  of  appreciation  for  this 
gentleman?  Thank  you  very  much. 

Chairman  Pickle.  Thank  you.  That  is  not  always  part  of  a  con- 
gressional hearing. 

Well,  let  me  add  in  conclusion — and  I  thank  you  very  much,  Mr. 
Houghton,  for  what  you  said  and  I  appreciate  what  you  have  meant 
to  this  subcommittee  and  to  the  Congress. 

Obviously,  as  our  Tax  Code  has  grown  bigger  and  bigger,  we 
have  2,700  pages  now,  the  rules  and  the  regulations  are  going  to 
get  bigger  and  bigger.  We  have  got  a  good  system,  or  we  have  had 
a  good  system,  and  it  has  served  us  well  because  we  have  the 
greatest  country  in  the  world,  and  we  ought  not  to  change  some- 
thing immediately  that  has  served  us  so  well.  And  yet  we  have  got 
to  be  practical.  We  have  got  to  admit  that  some  changes  need  to 
be  made. 

Now,  the  GAO  made  their  statement  this  morning  to  us  and  they 
did  point  out  that  paying  taxes  is  just  the  cost  of  doing  business 
and  they  say  there  is  no  way  really  to  separate  or  distinguish  be- 
tween tax  burdens  on  the  business  community  or  others  from  other 
burdens,  and  theoretically  they  may  be  correct  on  it,  and  yet  the 
cost  of  complying  with  the  code  has  gotten  greater  and  greater,  and 
I  think  that  the  public  is  going  to  demand  additional  changes. 


180 

To  be  honest  with  ourselves,  it  is  my  judgment  at  least,  the  In- 
ternal Revenue  Service  has  made  some  great  changes  here  in  the 
last  5  to  10  years.  I  think  they  are  working  at  it  assiduously  to  try 
to  make  it  more  simple,  and  the  testimony  of  Mr.  Wenzel  this 
morning  was  worthwhile.  They  are  really  making  great  strides,  but 
they  haven't  come  to  grips  with  the  real  problem.  At  least  business 
is  protesting  the  amount  of  time  and  effort  they  have  to  put  into 
it  and  others  are  asking  for  changes,  even  in  home-based  oper- 
ations, and  we  have  to  adjust  to  that. 

Now,  I  hope  what  we  can  do  is  come  to  grips  with  this  even  at 
a  faster  pace  than  we  are  doing.  I  think  we  as  a  committee  and 
Congress  as  a  whole  must  listen  to  the  voices  of  business  in  Amer- 
ica that  they  are  unhappy  with  what  is  taking  place.  I  guess  it 
would  be  simpler  to  say  we  ought  to  get  the  government  off  our 
backs,  and  there  is  a  lot  of  truth  to  that,  but  I  have  been  in  Con- 
gress long  enough  to  listen  to  these  pleas  and  know  that  it  is  a  two- 
way  street.  Usually  I  find  that  when  the  economy  is  good  and  busi- 
ness is  booming,  businesses  in  America  are  telling  us  to  get  off  our 
backs,  turn  us  loose,  let  us  produce  and  we  will  make  this  country 
even  greater,  and  there  is  truth  to  that. 

But  I  also  find  that  when  we  have  done  that  and  business  gets 
confused  and  complex  and  we  have  a  recession,  depression,  the  first 
thing  that  is  said  by  people  out  there,  including  businesses,  what 
in  the  world  are  you  people  going  to  do.  You  got  us  in  an  awful 
mess,  you  have  got  to  help  us. 

The  truth  of  the  matter  is  we  have  got  to  work  together  on  these 
things.  It  is  my  hope  that  we  can  come  to  grips  witn  this  problem 
faster,  but  I  think  most  of  all,  we  must  recognize  that  these  clam- 
ors for  changes  are  real  and  we  must  listen  to  them,  and  I  believe 
that  the  Internal  Revenue  Service  is  listening  and  I  hope  the 
Treasury  Department  will  listen. 

If  we  do  that,  maybe  we  can — I  hope  we  can  make  our  own 
present  system  stronger  and  better.  It  has  served  us  well  in  this 
country,  but  after  what,  50,  70  years,  we  have  got  to  make  a  lot 
more  changes  and  we  have  got  to  make  them  fast.  The  IRS  has  got 
to  produce  better  and  faster  and  quicker  ways  to  ease  these  cost 
burdens  or  else  some  big  changes  are  going  to  take  place. 

So  I  hope  we  can  meet  that  challenge.  I  want  to  say  personally 
how  pleased  I  am  to  be  in  this  beautiful  country.  I  keep  pointing 
out  now  how  much  history  is  written  here.  I  just  stepped  out  1 
minute  ago  and  saw  the  building  where  Frank  Ganett  started  his 
great  empire,  and  a  lot  of  history  has  come  from  this  part  of  the 
country  here,  Chemung  Valley  and  other  historical  places  in  New 
York.  So  I  personally  am  pleased  to  be  here  and  thank  you  again 
Mr.  Houghton  for  asking  this  hearing  to  be  held.  With  that,  the 
subcommittee  is  adjourned. 

[Whereupon,  at  1:25  p.m.,  the  hearing  was  adjourned.] 

[Submissions  for  the  record  follow:] 
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Statement  of  the  American  Textile  Manufacturers  Institute 

House  Ways  &  Means  Oversight  Subcommittee  Field  Hearing 

Compliance  Costs  and  Regulatory  Burdens  Imposed  by  Federal  Tax  Laws 


Mr.  Chairman,  on  behalf  of  the  American  Textile  Manufacturers  Institute  (ATMI),  I 
welcome  this  opportunity  to  present  the  textile  industry's  concerns  with  respect  to  the 
paperwork  burdens  and  compliance  costs  of  tax  laws  and  Internal  Revenue  Service  (IRS) 
regulations. 

ATMI  is  the  national  trade  association  for  the  domestic  textile  industry.  Our  member 
companies  operate  in  more  than  30  states  and  account  for  approximately  80  percent  of 
all  textile  fibers  consumed  by  mills  in  the  U.S. 

ATMI  has  a  Tax  Subcommittee  composed  of  approximately  30  tax  specialists  from 
different  member  companies.   Over  the  years,  the  Tax  Subcommittee  has  discussed  the 
difficulty  and  expense  textile  companies  face  in  attempting  to  comply  with  the  myriad  of 
provisions  of  the  tax  code  and  of  federal  tax  regulations.    Our  companies  have  been 
forced  to  devote  ever-increasing  resources  simply  to  respond  to  the  regulatory  demands 
placed  on  them  by  our  system  of  tax  laws  and  regulations. 

Because  of  increased  foreign  competition  and  the  need  for  our  members  to  compete 
globally  in  the  post-Uruguay  Round  world,  it  is  vitally  important  that  American  textile 
companies  avoid  any  unnecessary  costs.   Our  industry,  which  is  spending  over  $2  billion 
annually  in  capital  improvements  in  an  effort  to  remain  competitive  with  foreign 
manufacturers,  should  not  be  forced  to  bear  such  competitive  disadvantages  as  the 
present  IRS  compliance  burden. 

We  welcome  the  Oversight  Subcommittee's  efforts  to  explore  this  problem.   We  offer  the 
following  comments  to  help  guide  your  thinking  as  you  endeavor  to  address  this  problem. 

Our  members  are  greatly  concerned  that,  in  passing  tax  code  changes  and  issuing 
regulations,  Congress  and  the  IRS  are  only  looking  at  the  net  impact  on  federal 
revenues.   The  amount  the  government  collects  through  changes  in  the  tax  code  and  IRS 
regulations  reflects  a  transfer  of  money  from  the  private  sector  to  the  government.   But 
this  represents  only  a  portion  of  the  cost  to  the  private  sector. 

Compliance  with  tax  laws  and  regulations,  especially  when  they  are  constantly  changing, 
represents  an  enormous  fiscal  burden  on  businesses  which  the  federal  government  does 
not  consider.   We  believe  Congress  and  the  IRS  must  compute  and  consider  both  the 
actual  amount  transferred  from  the  private  sector  to  the  government  as  a  result  of  such 
changes,  AND  the  amount  which  the  private  sector  will  be  forced  to  spend  simply  to 
comply  with  these  changes. 

The  following  are  examples  of  this  problem. 

Influencing  Legislation  -  The  1993  budget  reconciliation  act  and  subsequent  proposed 
regulations  issued  in  1994  disallow  certain  expenditures  related  to  attempts  to  influence 
legislation.   The  regulations  provide  numerous  rules  and  definitions  of  certain  activities 
which  presume  whether  an  attempt  to  influence  legislation  has  been  made.   Attempts  to 
comply  with  the  regulations  will  require  a  detailed  analysis  of  the  activities  of  many 
company  employees  on  a  day-to-day  basis,  including  analysis  of  how  activities  conducted 
in  a  prior  year  relate  to  current  year  legislative  communications.    Compliance  with  these 
regulations,  if  finalized  in  their  current  form,  will  be  an  administrative  nightmare  and  will 
dramatically  increase  an  entity's  cost  of  compliance. 
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Uniform  Capitalization  of  Costs  -  The  68  pages  of  regulations  interpreting  Sect.  263A  of 
the  Internal  Revenue  Code  provides  another  example  of  high  compliance  cost  and 
regulatory  burden.   Often,  as  in  the  case  of  FIFO  inventory,  these  additionally  capitalized 
costs  represent  an  additional  deduction  in  the  tax  year  following  the  year  of  disallowance. 
However,  complex  calculations  are  required,  exceptions  must  be  appraised  and  allocation 
method  elections  must  be  evaluated  to  support  compliance  with  these  regulations,  with 
only  a  small  revenue  benefit  for  the  government. 

Economic  Performance  -  The  regulations  determining  economic  performance  under 
Section  461(h)  of  the  Internal  Revenue  Code  require  research  to  evaluate  the 
deductibility  of  each  accrued  liability.   Additional  follow-up  monitoring  of  many  liabilities 
and  payment  during  the  subsequent  tax  year  is  required  before  compliance  with 
deduction  requirements  have  been  met.  Again,  these  complicated  rules  will  often  result 
in  only  a  one-year  delay  in  a  deduction  -  a  timing  benefit  for  the  government  that  seems 
disproportionate  to  the  effort  required  to  be  expended  by  the  private  sector.   Previously, 
the  tax  treatment  of  expense  was  more  consistent  with  book  treatment,  resulting  in  lower 
compliance  costs. 

Charitable  Contribution  Deductions  -  The  1993  budget  reconciliation  act  disallowed  the 
deduction  for  charitable  contributions  of  $250  or  more  unless  contemporary 
documentation  is  received  from  the  donee  organization.   This  has  resulted  in  significant 
effort  being  expended  by  tax  and  non-tax  personnel  in  an  attempt  to  secure  appropriate 
written  acknowledgement  of  contributions.   Further,  even  with  these  added  efforts  and 
resultant  costs,  companies  often  are  not  able  to  secure  the  required  documentation, 
which  discourages  future  charitable  giving. 

Also,  many  corporations,  as  acts  of  community  goodwill,  make  numerous  small  charitable 
contributions  to  various  organizations  and  causes.   In  the  case  of  textile  companies  which 
donate,  for  example,  100  or  so  products  which  are  valued  at  more  than  $2.50  apiece,  it 
would  facilitate  such  donations  and  reduce  compliance  cost  if  the  threshold  for 
documenting  corporate  charitable  contributions  were  raised  from  $250  to  at  least  $500,  if 
not  $1,000. 

ACE  Depreciation  -  even  though  the  1993  budget  reconciliation  act  eliminated  the  need 
to  calculate  adjusted  current  earnings  depreciation  for  post-1993  additions,  the 
burdensome  calculations  must  still  be  made  for  assets  acquired  before  1994. 

Capitalization  vs.  Expense  -  The  IRS  should  develop  uniform  audit  guidelines,  perhaps 
varying  based  on  the  size  of  the  company,  industry,  etc.  which  taxpayers  can  use  to 
determine  which  fixed  assets  must  be  capitalized  —  for  example,  guidelines  indicating 
that,  if  an  asset  costs  less  than  a  certain  amount,  capitalization  will  not  be  required. 
Currently,  the  policies  of  the  IRS  differ  on  this  (and  other  issues)  from  one  area  of  the 
country  to  another. 

IRS  Audits  -  The  IRS  needs  to  conduct  audits  more  efficiently  through  better  time 
management,  better  communication,  and  greater  taxpayer  involvement.   Frequently, 
information  document  requests  are  overly  broad  and  taxpayers  are  not  given  sufficient 
time  to  respond.   The  initiatives  of  the  IRS  to  improve  in  this  area  have  thus  far  not 
proven  to  be  successful. 

IRS  Correspondence  -  Standard  IRS  letters  are  woefully  inadequate.   In  many  cases,  it  is 
impossible  to  determine  the  reason  that  an  adjustment  has  been  proposed.    Whenever 
interest  is  included  in  one  of  these  letters,  a  detailed  calculation  should  be  included. 
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Internal  Compliance  -  Numerous  suggestions  have  been  made  to  simplify  such  areas  as 
the  calculation  of  earnings  and  profits  for  foreign  subsidiaries  and  the  proliferation  of 
"separate  baskets"  for  foreign  tax  credit  calculations.  Also,  it  should  be  possible  to 
simplify  reporting  for  foreign  bank  accounts. 

Retroactivity  -  Congress  and  the  IRS  should  enact  tax  code  changes  and  regulations 
which  are  prospective,  not  retroactive.    Retroactive  tax  hikes  on  businesses  are  not  only 
costly  in  terms  of  actual  dollars  paid  to  the  IRS  but  also  in  terms  of  the  cost  to 
companies  of  going  back  to  recompute  past  tax  liability. 

Finally,  our  members  believe  that  much  of  the  excessive  tax  code  compliance  costs  and 
burdens  on  private  businesses  is  the  result  of  the  unstable  nature  of  our  tax  laws  and 
regulations.    Omnibus  tax  bills  every  year  or  two,  coupled  with  subsequent  complex 
regulations  and  minor  tax  code  changes,  cause  taxpayers  to  spend  enormous  resources  in 
terms  of  time,  manpower  and  money  in  understanding  and  dealing  with  these  changes. 
Indeed,  it  has  been  estimated  that  over  150  laws  amending  the  tax  code  have  been 
enacted  in  the  last  twenty  years,  and  this  estimate  may  well  be  conservative.   Even  so- 
called  "tax  simplification"  efforts  invariably  result  in  additional  burdens  on  taxpayers 
attempting  to  deal  with  such  changes. 

In  1990,  the  Tax  Executives  Institute  (TEI)  testified  before  the  Ways  and  Means 
Committee  and  recommended  that  the  IRS  be  asked  to  address  the  administrative 
aspects  of  proposed  tax  legislation.   ATMI  believes  that  an  estimate  of  such  costs  should, 
in  fact,  be  presented  to  Congress  and  to  the  tax-writing  committees  before  action  is 
taken  on  any  tax  legislation,  similar  to  the  current  requirement  that  the  Joint  Committee 
on  Taxation  estimate  the  revenue  impact  on  the  Treasury  of  such  legislation. 

Mr.  Chairman,  it  is  ATMI's  sincere  hope  that,  in  the  next  Congress,  this  committee  will 
recommend  such  an  estimate  of  total  private  sector  costs  be  required  before  any  changes 
in  the  tax  code  or  in  tax  regulations  are  considered.   This  issue  will  play  a  key  role  in  our 
industry's  drive  to  compete  in  the  global  economy.   We  look  forward  to  working  with  the 
committee,  the  new  Congress  and  Congressman  Houghton,  who  has  shown  such  a  strong 
interest  in  this  matter,  to  achieve  this  goal. 

If  the  committee  desires  further  information  on  this  subject,  please  contact  myself,  or 
Robert  DuPree  of  ATMI,  at  (202)  862-0500. 


Carlos  Moore 
Executive  Vice  President 
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COMMENTS  FILED  BY  ROXANA  SAVINO,   EXECUTIVE  DIRECTOR, 

SERVICE  STATION  OPERATORS  ASSOCIATION 

OF  THE  STATE  OF  NEW  YORK 

for  the  Ways  and  Means  Oversight  Subcommittee  hearing,  December  9,  1994, 

Elmira  NY. 

The  Association  represents  about  200  repair  shops  and  service  stations  in  thirteen 
counties  in  New  York  State's  Southern  Iter. 

1.  EPA  should  help  find  some  funding  or  low  cost  loans  to  help  pay  for  the 
clean  up  of  bay  drains  as  required  by  the  Underground  Injection  Control 
program  to  make  the  environment  cleaner  and  safer.  In  many  cases,  the 
drains  were  used  by  others  for  the  past  40  years  and  it  is  the  new  owners 
who  have  to  pay  for  the  clean  up  -  the  oil  companies  reaped  the  profits 
from  the  service  stations,  but  are  not  now  responsible  for  the  clean  up. 
Costs  have  been  averaging  about  $8,000.00  per  site. 

2.  NYSDEC  should  find  funding  for  spill  clean  ups  and  site  contamination. 
Again,  the  oil  companies  reaped  the  profits  for  years  and  have  no 
responsibility  to  pay  for  clean  up.  Several  businesses  in  the  Southern  Tier 
have  closed  as  a  result  and  more  are  to  follow. 

3.  The  requirement  to  carry  Underground  Tank  Liability  insurance  will  end  in 
January  1996.  This  specifies  that  a  station  owner  carry  must  $1  million 
liability  insurance  (out  of  pocket  cost  is  about  $3000  per  year.)  You  qualify 
for  the  insurance  when  you  show  that  required  testing  and  monitoring  has 
been  conducted  (about  $1000  per  year.)  When  this  expires,  service  station 
operators  won't  be  able  to  pump  gas,  putting  the  "mom  and  pop"  operations 
out  of  the  gasoline  business.  Then  they  will  have  to  go  to  the  expense  of 
removing  their  tanks  and  pumps.  If  no  soil  contamination  is  found,  this  cost 
is  about  $5,000.00.  If  contamination  is  found  the  price  could  be  untold.  I 
have  never  seen  a  site  that  was  "clean"  when  tested. 

4.  The  Clean  Air  Act  will  force  us  to  make  extensive  purchases  for  equipment. 
For  example,  instead  of  allowing  us  to  continue  to  clean  brakes  with  a  non- 
CFC-spray,  we  must  purchase  a  brake  cleaner  machine  that  costs  roughly 
$800.00. 

To  continue  to  service  air  conditioners,  we  must  have  purchased  a  freon 
recovery  machine  at  about  $2,500.00.  By  the  end  of  1995,  we  will  have  to 
purchase  a  134- A  machine  at  $3,500.00. 

So  many  other  industries  are  subsidized.  All  we  are  asking  is  a  little  consideration 
and  low  interest  loans  to  keep  providing  service  to  the  motoring  public. 
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